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2007: A Prospective View 


It is always exciting for a country to bid adieu to the year that just passed by 
in euphoria — euphoria of achieving something that it longed for—and to welcome 
the New Year with a cheer. 

What an achievement! We have clocked a year-on-year growth rate of 9.2% in 
the last weeks of 2006; that too, with no fear of slow down in sight. It is of course 
a different matter that some opine that growth could have been even better had 
we been a little more “reforms-prone”. 

Encouragingly, a great chunk of our 9.2% growth rate has been achieved 
through manufacturing sector that grew at a spectacular rate of 11.9%. Of course, 
as in the past, the service sector grew at 10.9% helping the economy to roll for- 
ward. Future too looks bright: The Planning Commission in its approach paper to 
the Eleventh Five-year Plan raised the growth target to 9%, while the finance 
ministry is more optimistic of hitting a two-digit figure of growth rate by the end 
of plan period. 

Amidst this hunky-dory, there is however a sore thumb sticking out in the 
garb of agriculture. It hardly grew by 1.7%, contributing around one-fifth of GDP. 
Interestingly it employs 60% of the country’s workers making one wonder what 
could have been its contribution to the country’s GDP if only it had grown even a 
shade better than what has been achieved. 

One oft-cited reason for agriculture’s failure in contributing more to the GDP is 
that almost 40% of the farm output is said to fail to reach the market, as it either 
gets rotten, or becomes unfit for sale. Secondly, it is often pointed out that mar- 
keting facilities in the countryside are poor. Even the recent relaxation made by 
the government in allowing farmers to sell their produce to any dealer—even 
outside there local mandi—could not better the situation. Of course, there are 
also other avenues such as creating increased irrigation facilities, improved 
power supply, better storage facilities, supply of quality seeds of improved variet- 
ies, etc., that need to be exploited with no further loss of time to achieve the 
envisaged growth rate of 4.4% under agriculture in the coming plan period. 

The question then is: what is it that is holding us back from acting on it. The 
one answer that immediately strikes one's mind is the massive investment it 
calls for and the government, perhaps, in its over anxiety to contain fiscal deficit, 
is finding it difficult to assign more resources to create the required infrastructure 
in the countryside. Similarly, we are perpetually failing to provide adequate and 
timely credit support to the farming community. Over and above this, the farming 
community does not have access to the correct information about market prices 
and the likely future demand for varities of agricultural produce. The net result is 
non-commercialization of agriculture. 

To integrate the teeming farmers with the total value chain, we have to neces- 
sarily foster “public-private” partnerships to disseminate information to the 
farmers and thereby strike a natural link between the production, processing and 
marketing chain. The retail chains that are in the offing—such as Reliance Re- 
tail, Mittal-Wal-Mart, etc.—bear one such hope to facilitate such linkage to bet- 
ter the returns from the land in the near future. To be successful, this avenue, 
however, calls for more reforms than what we are willing to offer today. 

The success that we have achieved in the services and the manufacturing 
sector require that we must extend similar reforms to agriculture too; otherwise, 
the rural sector that is languishing with no or poor growth, is certain to derail the 
reforms and the attendant growth opportunities. 

Fervently, it is hoped that the New Year paves the way for such reforms to 
become a reality! ‘ 


GRK Murty 





H is not very clear that the US ecenomy will slowdown considerably. But there are 
widespread perceptions that there could be some slowing down of the US economy. 
In such case, there will inevitably be some impact on the other economies, in 
particular on the emerging market economies. 

—Y V Reddy, Governor, RBI 


The challenge before scholars and political leaders is to minimize the disruptive 

and contentious aspects of globa ization, and maximize its benefits, especially for 
those who are as yet outside the pale of development. 

—Dr. Manmohan Singh 

PM, Addressing a seminar on ‘Making Globalization Work: 

An India Perspective’. 


When local markets become giobal, then financial institutions too have to be global 

in their approach. Today, customer is no more location-centric but information- 
centric. Techno-based banking is our focus. 

-R Seetharaman 

Deputy Chief Executive, Doha Bank 


Capital market is in for major changes which would turn India into the world’s 
preferred market for investors. 
-M Damodaran, Chairman, SEBI 


The jewelry industry has the potential to successfully compete against the luxury 
goods industry. For this, the industry will have to focus on the growing demand for 
jewelry as a category and strengthen industry and enterprise level capabilities. 


— Neelesh Hundekari, 
Director, KPMG India 


The Indian people are the rea! source of innovations that answer to the need of 
multinational companies like IBM that are looking not just for rich domestic op- 
portunities but also hubs of global innovation and global service delivery. 


—Shanker Annaswamy, 
Country General Manager , IBM India 


The economy is firing from all cylinders. Our estimate is that GDP in the current 
fiscal year may exceed RBI prejection. 

-D K Joshi 

Principal Economist, CRISIL 


Reduction in Fed rates and weakening of dollar would lead to more FII inflows into 

emerging markets. While some part of it will come to India, the quantum will 
depend on the valuations prevailing in our equity markets. 

—Naresh Kothari, 

Head of Institutional Equities, Edelweiss Securities 
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Indian Agriculture 


Emerging Challenges 
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eing the predominant sector of 
the Indian economy and the 
multidimensional linkages it 
has with other sectors of the economy, 
agriculture's performance definitely 
generates impact on all other sectors of 
the economy. It will continue to play an 
important role in the economic develop- 
ment process of the country. As a conse- 
quence, economic reforms cannot pro- 
duce fruitful results without agricul- 
tural reforms in a country like India. 
Since independence, the concept of 
food security/sufficiency has dominated 
agriculture development policies in our 
country. To achieve it, the government 
gradually assumed all developmental 
and regulatory roles (through land re- 
forms, input subsidies, minimum sup- 
port prices, and infrastructure develop- 
ment) for promoting the agricultural 
sector through its various agents and 
with increasing budgetary provisions. 
With the help of seed-fertilizer technol- 
ogy revolution, agricultural production 
increased rapidly and manifold over a 
period of time. However, the fruits of the 
green revolution (based on intrinsic fea- 
tures of new technology) were limited to 
certain states (mainly Punjab and 
Haryana) and to only large and irri- 
gated land holdings. As a result, both 
inter-regional and intra-regional in- 
equalities in economic development 
surfaced vividly. Subsequently, correct- 
ing regional imbalances in agricultural 
development was also given priority 
along with food security, which resulted 
in promotion of watershed develop- 
ment, dry-land farming and special 
area development programs. Till the 
1990s, HYV (High Yielding Varieties) 
technology virtually ruled the develop- 
ment agenda of Indian agriculture. It is 
at this time that people started realiz- 
ing its impact on natural resources 
(mainly land and ground water). Falling 
ground water level (because of large 
cropping pattern shift in favor of water- 
intensive crops like rice and wheat) and 
loss of soil productivity (due to exces- 
sive use of chemical fertilizers) caused 
serious concerns in the minds of policy 
makers and other development profes- 
sionals. This phenomenon compelled 
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the government to add sustainability of 
natural resources as a compulsory ob- 
jective along with the other two of food 
security and regional balances in vari- 
ous agricultural development initia- 
tives. Thus, by and large, at the macro 
level, the agricultural development 
policy in India tried to achieve the three 
objectives of growth, equity and 
sustainability. 

At the micro level, once again govern- 
ment sponsored agricultural extension 
programs played the lead role in adopt- 
ing the new technology and increasing 
the farm production and productivity. 
The policy of land reform was vigorously 
followed along with achieving food secu- 
rity. Land reform policy broadly empha- 
sized two major issues: (i) To overcome 
the problem of mismatch in the distribu- 
tion of land in agriculture by minimizing 
the unevenness in the ownership/control 
of land across households, and (ii) to re- 
duce the scatteredness in the spatial 
distribution of land holdings, which re- 
stricts the benefits of scale economies. A 
large number of scholars have pointed 
out the relative strengths and weak- 
nesses of land reform programs in our 
country and, thus, have concluded that 
by and large the success of agrarian re- 
form measures has been limited to only 
a few states. These land reform pro- 
grams were designed to correct the struc- 
tural imbalances in the Indian agricul- 
ture sector, so that various programs/ 
policies could be implemented on a 
sound structure. Unfortunately, the base 
remained weak and, accordingly, one can 
imagine the outcome of various pro- 
cesses to build a strong building on a 
weak foundation. 

With a more or less comfortable situ- 
ation in food security, the focus has now 
been shifted to commercialization of ag- 
riculture where the issues like product 
diversification, value addition and agri- 
culture production based on consumer 
preference are being addressed. Tradi- 
tional agriculture has been more a way of 
life and subsistence-oriented, but time 
has changed and evolution of new farm- 
ing system has begun. Now, there is a 
strong need to shift our traditional pro- 
duction-oriented approach to market- 
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oriented approach and need to shift our 
focus from Deficit Management to Sur- 
plus Management. Hence, demand side 
has become much more important than 
supply side. The commercializaticn of 
agriculture is critical as it ensures opti- 
mam utilization of scarce resources 
(land), provides raw material/food prod- 
ucts at lowest cost, creates farm sur- 
pluses for capital formation and con- 
sumer goods, and provides stable and di- 
versified investment opportunities to fi- 
nancial institutions. These changes take 
place in response to price signals, emerg- 
ing demand conditions, technological 
changes and out of the growing necessity 
to use scarce resources more efficiently. 
The dimension of commoditization 
tc commercialization cycle requires ver- 
tical coordination in agribusiness in the 
fcrm of a tight link between production, 
processing and marketing. The system 





value chain. 


must ensure quality and timely supply 
cf raw material to agro-industries on 
the one hand, and a much higher returns 
to farm producers, on the other. There is 
a clear evidence of the existence of a 
competitive market economy after the 
era of globalization and liberalization. 
However, one of the pre-conditions for a 
competitive market economy is that 
correct information on market condi- 
tions must be available to all stake- 
holders in the market system. Informa- 
tion is required related to prices, de- 
mand of product, quality of product de- 
manded, transaction cost invo ved in 
various markets and the various inter- 
mediaries involved in the market. Be- 
sides, the producers need information 
on these variables over time anc across 
space. Do the producers have the com- 
plete market information for agricul- 
tural produces? Definitely not! There is 
an information asymmetric problem 
among the different players involved in 
agriculture marketing. There is no sec- 
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ond thought that research and exten- 
sion have played a major role in agricul- 
tural growth in India, but the public ex- 
tension services in India concentrated 
only on increasing the farm production, 
ignoring the marketing aspects largely. 
This is primarily because key activities 
of extension approaches were confined 
to input supply with basic philosophy 
centered on technology transfer. 

On the contrary, the fate of the pro- 
ducer, particularly small and marginal 
farmers, hangs in the balance post har- 
vest, when he looks for the market. 
Therefore, the biggest challenge in the 
Indian agriculture sector is how to 
make numerous small farmers with 
low marketable surplus, as a part of the 
total value chain. Efforts are also re- 
quired to make sure that these partners 
in the value chain possess equal bar- 
gaining power to get their due share. 


The biggest challenge in the Indian agriculture 
sector is how to make numerous small farmers 
with low marketable surplus, as a part of the total 


Accordingly, under the present eco- 
nomic scenario, the whole agriculture 
support system should meet the three 
important criteria, namely, relevance, 
accountability and sustainability. For 
this purpose, there is a need to involve 
private sector, media and technology in 
information dissemination. More than 
the dissemination, what is required is 
that the producers should know how to 
use the information from their decisions 
regarding what to produce, when to sell 
and where to sell the produces. The e- 
Choupal model promoted by ITC is a 
glaring example in this direction. If all 
the relevant information is made avail- 
able to producers, their risk-bearing 
ability would automatically increase, re- 
sulting in commercialization of agricul- 
ture and achieving the objective of mov- 
ing from agriculture to agri-business. 

A large number of experiments deal- 
ing with partnership between the gov- 
ernment and farmers have been con- 
ducted in India. Now, promoting part- 


nership between farmers and the corpo- 
rate sector is needed on a large scale. 
Many large companies have started 
working with groups of farmers and en- 
tered into contract farming with them. If 
both the partners have equal stake and 
if both know very well that they would 
not be able to survive without each other, 
it is hoped that these partnership mod- 
els would be sustainable in the long run. 
So far, we have assumed that cost of 
any service is the main issue before the 
rural producers and, therefore, subsidy 
has been used as the prime instrument 
for delivering the various services in the 
rural sector. But, it has been clearly 
demonstrated that the access to quality 
services is more important than its 
cost. The new initiative of delivering fi- 
nancial services through Self-Help 
Groups gives clear testimony of this 
fact. Accordingly, the emphasis should 
be more on providing quality support 
services to agriculture, be it extension, 
input supply, marketing, or finance. The 
need of the hour is to cut down the trans- 
action cost in delivering various ser- 
vices, not the price of service through 
subsidy. In a competitive economy, the 
price should provide correct signals to 
both producers and consumers in judi- 
cially allocating their scarce resources 
to maximize their gains in the long run. 
To sum up, if one draws a list of 
present challenges before the agriculture 
sector in India, the list would be a very 
lengthy one. Still, one can prioritize 
these challenges as follows: Diversifica- 
tion of agricultural production in line 
with consumers'demand; sustainab- 
ility of natural resources particularly 
land and water; increasing the crop pro- 
ductivity through new technology where 
role of management inputs (non-mate- 
rial inputs) should be high; promoting 
participatory approaches which encom- 
pass producers, processors and govern- 
ment agencies; reduction in post-harvest 
losses and increasing the value addition; 
strengthening the agricultural extension 
system in line with agri-clinics; and 
treating producers as equal partners in 
total value chain of farm produces.m 
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The service sector is capable of generating its own demand and sustaining not 
only its own growth rate but also generating a spiral growth in the economy. 


— Rashmi Banga 
Economist in United Nations Conference on 


Trade and Development (UNCTAD) India Program. 





enced a stupendous growth since 

the last decade and is now contrib- 
uting more than 50% of the GDP. While 
agriculture and manufacturing sectors 
have grown at around 3-5% per annum 
in the period 1994 to 2004, the service 
sector has grown at the rate of almost 
3% per annum. This growth has been 
ignited largely by trade in services. In 
fact, the growth in India's export of ser- 
vices has been one of the fastest in the 
world. This growth has been accompa- 
nied by a drastic change in the pattern 
o India's exports. The share of services 
like travel and transportation :n total 
service exports has declined fram 44% 
and 16%, respectively, in 1980-81 to 
13% and 10% in 2005-06, while exports 
of services like software and other busi- 


| ndia's service sector has experi- 
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ness and professional services have in- 
creased from almost nil to more than 
60% during this period. 

With the changing dynamics of the 
economy, the issue of sustainability of 
growth of the economy becomes vital. 
Two issues need to be examined in this 
respect. First, to what extent can 
growth in the service sector fuel growth 
in other sectors due to its linkages with 
rest of the economy? Second, the issue of 
whether depending on the service sector 
as a growth driver is appropriate given 
the fact that this growth has stemmed 
mainly from a very narrow export bas- 
ket, i.e., from exports of IT and IT-En- 
abled Services (ITES) services. 

In the context of the first issue, we 
find that the service sector does have 
strong backward and forward linkages 


with the economy. Use of services in the 
manufacturing sector has been rising 
rapidly. As competition in the manufac- 
turing sector is intensifying, demand for 
specialized services is increasing. De- 
tailed examination of economy-wide in- 
put-output matrix shows that the use of 
service sector input to industry has in- 
creased by about 40% in the period 
1979-80 to 1993-94 and about 108% in 
the period 1993-94 to 1998-99. Services 
which are mostly used by the industry 
are hotels and restaurants, storage and 
warehousing, banking and transport 
services. The rising share of services in 
the manufacturing sector has contrib- 
uted to its output and productivity 
growth. Study by Banga and Goldar 
(2005) shows that the contribution of 
services input to output growth in 
manufacturing (organized) was about 
1% in the 1980s, and it increased to 
about 24% in the 1990s. Higher use of 
services has, therefore, contributed sig- 
nificantly to output and productivity of 
the manufacturing sector. This has led 
to a rise in the growth of the manufac- 
turing sector in recent years. In the sec- 
ond quarter of 2006, the manufacturing 
sector grew by almost 11%. Higher 
growth in the manufacturing sector im- 
plies higher demand for services as well 
as agricultural produces. The service 
sector, therefore, is capable of generat- 
ing its own demand and sustaining not 
only its own growth rate but also gener- 
ating a spiral growth in the economy. 
However, this spiral growth may 
have an abrupt halt if there are external 
bottlenecks on the ability of the manu- 
facturing sector to grow. Lack of invest- 
ments, lack of incentives to increase 
scale of production, rigid labor laws, cor- 
ruption, etc., are some of the commonly 
identified hindrances to the growth of 
the industry. Apart from these, main- 
taining competitiveness in external as 
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well as domestic markets is extremely 
important. Given the rising integration 
of the world markets and low-cost of 
production in countries like China, 
maintaining competitiveness requires 
judicious planning and entrepreneurial 
skills. Rising outward investments 
from the Indian manufacturing sector is 
indicative of efforts made by the private 
sector in maintaining competitiveness. 
A proactive role of the government is 
now required to boost the competitive- 
ness of Indian industries. 

The second issue is of more concern. 
Although India's service exports have 
shown remarkable growth over the 
years, they have been mainly on account 
of software services, transportation, and 
travel. Amongst these, software services 
have played the major role. The crucial 
role of software and IT-enabled services 
in overall growth in service exports is 
highlighted by the fact that exports of 
software services reached US$17.2 bn in 
2004-05. In percentage terms, software 
services constitute around 50% of total 
exports while travel and transportation 
services constitute around 30%. To- 
gether, these three services constitute 
around 80% of India's exports of services. 

However, reliance on few sectors for 
service exports has important implica- 
tions for the growth process. Not only is 
the export basket of India in services 
small, but the destination of its exports 
is also highly concentrated to a few de- 
veloped countries. The US and the UK 
are the two major trading partners in 
services and their combined share ex- 
ceeds 60% of total exports of services 
from India. Non-tariff barriers in what- 
ever forms directed at import of these 
services can severely hinder the growth 
process of these services, having serious 
implications on other sectors as well. 
The rising state legislations in the US 
against outsourcing to Indian compa- 
nies are one such example, which can 
adversely affect the growth process. 
This also reflects the extent of indirect 
dependency of the Indian economy on 
developed countries' markets. To sus- 
tain the dynamism of India's services- 
led growth, international trade in ser- 
vices can become an important instru- 
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ment, if used judiciously. There is now a 
need to make services growth more in- 
clusive and less lopsided by identifying 
services which have potential to trade 
and generate more direct and indirect 
employment. However, trade in services 
is hindered not only by external con- 
straints in terms of trade barriers but 
also by domestic constraints. 

Services, which have low external 
constraints but high domestic con- 
straints, as a result of which they have 
low share in total exports are health, 
education, transport and construction 
services. These are also the services with 
high potential for generating employ- 
ment and have high forward and back- 
ward linkages with other sectors. Health 
and education have large potential for 
growth, but they are on the concurrent 
list, i.e., both state and central govern- 
ments have jurisdiction over these ser- 
vices, as a result of which a number of 
restrictions imposed by the state govern- 
ments hinder FDI in those services. 
Many domestic constraints exist in the 
education sector like lack of a strong sys- 
tem of regulation and accreditation, lack 
of incentives for private investments and 
lack of link between higher education and 
workforce development. Growth in infra- 
structure is also hindered by a number of 
domestic constraints like land ceiling, 
unclear land titles, minimum area re- 
strictions, minimum capitalization 
norm, restriction on repatriation, lack of 
capital, and low investments in R&D. 

To make service-led growth more 
widespread and sustainable, it is im- 
portant to systematically and simulta- 
neously remove domestic constraints. 
To do this, a coherent integrated ser- 
vices policy needs to be developed. Re- 
forms in services in India have evolved 
in an ad hoc manner rather than as part 
of an overall strategy. Consequently, 
the depth and pace of reforms lack uni- 
formity across sectors. Given the strong 
inter-linkages among different services, 
opening a particular service sector may 
not yield results if not backed up by cor- 
responding reforms in other comple- 
mentary services. Such an integrated 
services policy should also define the se- 
quence as well as the pace of reforms to 


be undertaken simultaneously in differ- 
ent services. However, though there ex- 
ists a strong case for trade liberaliza- 
tion of services, one should not forget 
that growth is not the sole objective of 
an economy. Therefore, social costs of 
trade liberalization of services should 
also be considered. For the Indian 
economy, this issue becomes even more 
relevant given the employment dimen- 
sion of the service sector. One of the ar- 
guments that was put forward against 
trade liberalization in services is the 
displacement of labor towards sectors 
where an economy has competitive ad- 
vantage. If these sectors do not have 
large employment potential then trade 
can lead to growth in unemployment. 

We find that some of the service sec- 
tors that have traditionally been under 
the public sector (e.g., Railways) are 
saddled with excessive labor; and higher 
extent of trade liberalization in these 
sectors might result in large displace- 
ments of labor. Displacement of labor in 
these sectors (e.g., Railways) might 
cause lot of social unrest. Thus, trade lib- 
eralization in these sectors must be un- 
dertaken in a phased manner and it 
should be accompanied by appropriate 
policies to curb unemployment menace. 
Therefore, trade liberalization policies 
need to be supported by complementary 
social policies so as to avoid substantial 
social costs that might undermine the 
support for reforms. 

To ensure that the dynamism of ser- 
vice growth is sustained and envelops 
other sectors is the biggest challenge for 
the Indian policy makers. Trade can be 
an effective tool in achieving this goal. 
Both bilateral and multilateral forums 
need to be used to boost this trade. How- 
ever, diversification of the export basket 
is required so as to have an integrated 
growth and greater linkages with other 
sectors of the economy. There is also a 
need to explore trade potentials with 
more number of countries. Moving up the 
value chain in services, especially IT and 
ITES can bring in the much required di- 
versification of trading partners and 
lead to high South-South trade.s 
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e emergence of China and India 
onto the world scene is the ma- 
jor economic event at the turn of 

the 21* Century. After two centuries of 
economic stagnation, China and India 
suddenly accelerated—China in the 
late 1970s and India in the early 1990s. 
The transformation is far from cem- 
plete, and could still terminate short of 
success, but suddenly the structure of 
the world economy seems likely to shift 
as dramatically as it did with the emer- 
gence of the US a hundred years earlier. 

These two countries are increas- 
ingly being lumped together by inves- 
tors and policy analysts. However, 
India still attracts less than 1% of 
world inflows of foreign direct invest- 
ment, while China attracts more than 
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8%. Investors are waking up to India, 
but only very recently. 

Measured by purchasing power par- 
ity as measured by the International 
Monetary Fund, India accounted for 6% 
of world GDP in 2005, but 8% of world 
growth. China accounted for 15% of 
world GDP, and 26% of world growth. 
The acceleration in these two economies 
is why we expect 2006 world GDP 
growth to set a record of 5.3%. The 
world’s industrial economies, in con- 
trast, were 48% of world GDP but only 
35% of growth (with the US accounting 
for half the growth contribution). 

India is the more recent convert to 
growth, with a sharp acceleration after 
the reforms initiated in the early 1990s. 
Its delayed start means that per capita 


GDP is only about half of China’s; 30 
years ago, India was ahead of China in 
per capita GDP. India is not catching 
up; over the last 10 years, the Indian 
economy has grown at an average of 6% 
per year, compared with 9% for China. 
The per capita growth rate is even far- 
ther behind, since Chinese population 
growth has averaged only 0.8% over the 
period, while the Indian population has 
risen an average of 1.9%. 


Deviating from the Asian model 
India’s model of growth is different than 
what has become the standard Asian 
model. Beginning with Japan, Asian de- 
velopment has followed a very similar 
model. The economy has a relatively high 
degree of central direction, and is export- 
directed. The transformation begins 
with low-skilled industrial jobs (old- 
technology industries), where knowledge 
and equipment is readily available and 
relatively modest amounts of capital 
and training are required. More devel- 
oped economies dominate in the same 
industry allowing growth through expan- 
sion of the capital stock and improved 
training. The economy makes full use of 
its major comparative advantage— 
cheap, unskilled labor. 

As growth proceeds, the economy 
trades up the technology curve, improv- 
ing skill levels and increasing capital 
requirements. In the process, low-skill 
industries are shifted to lower-cost 
countries, allowing the next player in 
the chain to start the climb and freeing 
up resources for higher value-added in- 
dustries. Capital is extracted from the 
older industries (including agriculture) 
and shifted to the new. Workers mi- 
grate to the new, higher-skilled sectors. 

This process puts a strain on soci- 
ety. The workers left behind—in ap- 
parel, textiles, and especially agricul- 
ture—object strenuously to the job 
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losses. Although new jobs are available 
in tre new sectors, the fit with the old 
workers is not good. Often the new jobs 
require more training and education. 
The skills learned in the old industries 
usually do not translate well to the new. 
In & democratic society, these shifts be- 
come very difficult. 

Globalization subjects industries to 
far more competition than they had in 
earjer eras. This competition is good in 
that it forces efficiency and quality, but 
is not necessarily comfortable. It may 
alse be inconsistent with the large gov- 
ernment-owned manufacturing sectors 
in both India and China. Indian manu- 
facturing has not changed as much as 
would be expected given the speed of its 
development, which may in part be a 
ref_ection of the globalization. Although 
Indian growth has clearly accelerated, 
mest of the manufacturing growth re- 
mains concentrated in relatively old in- 
dustries, such as textiles and steel. 
Countries like China have moved much 
moere extensively into high-tech areas. 
such as electronics. But India isn’t 
China. It is only half as far into the 
growth era, and wouldn't be expected to 
be shifting to the hi-tech stage, yet. 

India has. however, made major ad- 
vances in the services sector, and is the 
first large economy to depend so heavily 
on services as an agent of growth. To 
some extent, India is benefitting from 
the communications revolution, which 
for the first time makes trade in services 
—other than the traditional shipping 
&nd tourism services — possible. The 
country’s education system, with strong 
high-level education standards and En- 
ghsh fluency, has helped quite a bit. 

But an extension of this model has 
problems. India’s supply of highly edu- 
cated workers is limited, and the educa- 
zional level of most cf the population is 
iew. In China, 98% of the adult pepula- 
tion has completed at least a primary 
education. In India, the ratic is only 
88%, Not everyone has to graduate from 
IIT, but everyone needs to be literate. 

The other major reason for concen- 


treting on services is the poor state of 


Indian infrastructure. Export of goods 
requires transport facilities. India's 
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ports, roads, and trains are behind the 
overall level of development, and falling 
farther behind. The service sector re- 
quires reasonably consistent supply of 
electricity and telecommunications. 
This service infrastructure is also be- 
hind where it should be, but it is quicker 
and cheaper to build, and in many cases 
can be supplemented with corporate 
telecommunications or electrical gener- 
ating facilities. How far this strategy 
can succeed is not clear. It is becoming 
possible to trade more and more ser- 
vices internationally, but most are still 
tied to the place of use. The more impor- 
tant issue is whether India can convert 
to a more autarchic model in the longer 
run, where the drivers of demand are 
mostly internal. 


The world fights back 


A major issue for both China and Japan is 


that elbowing their way onto the world 
economic stage is painful for the countries 
that are already there. In a way, exporting 
services has allowed India to operate a bit 
more under the radar than China, since 
the goods exports are generally more vis- 
ible. However, as more hi-tech jobs leave 
the US and Europe for India, pushback 
can be expected from the workers. 

Service workers are generally less 
unionized than manufacturing workers 
and it is, thus, harder for them to come 
together to influence politics. On the other 
hand, they tend to be better educated and 
richer, which gives them more individual 
clout. The outsourcing of computer pro- 
gramming and other high-tech jobs to In- 
dia is now attracting more attention in 
the US. So far, the political impact has 
been limited, largely because economic 
growth and employment have been 
strong. But as the US economy slows, 
pressures to restrict service imports, as 
well as goods imports, will increase. 

One major problem with the stan- 
dard Asian model is that it involves the 
creation of large trade surpluses. Some- 
body else has to have large trade deficits, 
since the world as a whole has to sum up 
to balance. So far, the US has been the 
main deficit country, although the UK 
and Australia have been doing their 
share. But the US trade deficit is finally 


stabilizing (and the non-oil deficit is 
shrinking). The balance is being main- 
tained because Europe is going from sur- 
plus to deficit. 

The US has been willing to accept 
the deficits in large part because the 
strong economy has defused the politi- 
cal issues. Trade deficits are mostly job 
issues politically, and with the US un- 
employment rate at a six-year low of 
4.4%, it is hard to argue that jobs are a 
major problem. But European unem- 
ployment rates are near 10%, and defi- 
cits will not be as easily accepted there. 
Europeans have been more prone than 
Americans to using various forms of 
trade sanctions when they lose market 
share or feel threatened by imports. 

India is not the problem here, since it 
is running a trade deficit. Fundamen- 
tally, India is on the same side of the 
trade imbalances as the US and Europe. 
The large trade surpluses of China and 
Japan are the major destabilizing fac- 
tors, along with the enormous surpluses 
of the oil-exporting nations (which are 
easier to explain and recycle; workers 
aren't scared of losing their jobs because 
we import oil). But if there are restric- 
tions on trade, India will inevitably be 
caught up in the fight. This could restrict 
Indian exports in the coming years and 
slow down growth, unless domestic de- 
mand can substitute for foreign sales. 

The other major issue is the compe- 
tition for natural resources. The rise of 
the Chinese economy accelerated the 
growth of demand for major raw materi- 
als, especially energy. Availability and 
cost of these materials may create even 
more friction in the future. Although In- 
dia is still a minor player, using less 
than halfthe energy per capita of China, 
prices and availability will become eco- 
nomic challenges. 

The potential for economic conflicts 
as China and India grow is increasing. 
Rivalry between the two and also with 
other major economic regions is inevi- 
table, and not necessarily unhealthy. In 
a global economy, competition ranges 
over a much wider area than in the past, 
and only those countries willing to com- 
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The rising share of the service sector in the GDP marks a structural shift in 
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he fact that the service sector 

now accounts for more than half 

of India’s GDP and its share is 
likely to rise to 60% in the next five 
years, marks a watershed in the evolu- 
tion of the Indian economy. The service 
sector accounts for 54% of the GDP and 
is currently the fastest-growing sector 
of the economy, increasing at 9% per 
annum since the mid-1990s. This sec- 
tor gained in comparison to both the 
agricultural and industrial sectors dur- 
ing the 1990s. It is expected that ser- 
vice industries, which leverage on 
India’s competitive advantages as well 
as the growth of services in the domes- 
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tic economy would do well in the long- 
term and are just the candidates for in- 
vestments. 

The rising share ofthe service sector 
in the GDP marks a structural shift in 
the Indian economy, bringing it closer to 
the fundamentals of a developed 
economy. In the developed economies, 
the share of the industrial and service 
sectors forms a major component while 
agriculture accounts for a relatively 
lower share. 

In a way, compartmentalizing the 
three sectors contributing to GDP is not 
correct as the three sectors go together. 
Agri-business combines agriculture 






with manufacturing, and delivery of the 
products is done through the service sec- 
tor. In fact, with a view to become more 
competitive, the manufacturing sector 
is focusing on value creation through 
service excellence. 

The service sector has the unique 
advantage of growing due to its labor- 
cost advantage reflecting one of the low- 
est salary and wage levels in the world, 
coupled with a rising share of working- 
age population. This sector, thus, has a 
high potential to create employment 
and growth, which needs to be fully 
tapped. 

Some economists caution that if the 
service sector bypasses the industrial 
sector, economic growth can get dis- 
torted. They say that service sector's 
growth must be supported by propor- 
tionate growth of the industrial sector: 
otherwise the service sector's growth 
will not be sustainable. It is true that, 
in India, the service sector's contribu- 
tion to GDP has sharply risen and that 
of manufacturing industry has fallen. 
But, it is equally true that each country 
has its own growth dynamics. In India, 
the industrial sector too grew quite im- 
pressively through the 1990s, except in 
1998-99. At times, the industrial 
growth rate surpassed the GDP growth 
rate. Thus, the different growth rates in 
the service sector and the industrial 
sector are not a matter of worry and no 
distortions on this count are being 
caused in the economy. A matter of con- 
cern is that of sluggish agricultural 
growth: Due to less attention being 
given to agriculture, its potential has 
largely remained untapped. With the 
opening up of the agricultural sector, 
the service segment will again get a 
major boost as demand for various 
types of services from the agricultural 
sector will arise. 
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Sectoral Real Growth Rates in SDP at Factor Cost (at 1999-2000 prices) 

(Percentage change over the previous year) 

Item 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 
(P) (Q) (A) 

|. Agriculture and allied 0.0 6.2 -6.9 10.0 0.7 2.3 
Il. Industry 6.3 2.7 7.0 7.6 8.6 9.0 
Mining and quarrying 2.5 1.8 8.7 5.3 5.8 1.0 
Manufacturing 77 2.5 6.8 7.1 8.1 9.4 
Electricity, gas & water supply 2.0 17 48 4.8 4.3 5.4 
Construction 6.1 41) 77 10.9 12.5 12.1 
lil. Services 5.6 7.1 7.3 8.2 9.9 9.8 
Trade, hotels, transport and 7.1 92 9.1 12.0 10.6 11.1 
communication 
Financial services 4.1 73 8.0 4.5 9.2 9.5 
Community, social and 4.7 3.9 3.8 5.4 9.2 T.9 
personal services 
IV. Total GDP at factor cost — 4.4 5.8 3.8 8.5 7.5 8.1 
P Provisional; Q: Quick estimates; A: Advance estimates 
Source: Central Statistical Organisation 


In India’s case, all three sectors ulti- 
mately will have to move forward. The 
government is now concerned about up- 
lifting agriculture. The agricultural 
growth and development will be a bull- 
ish factor for the growth of services. 

The service sectors growth is broad- 
based and with India cn its way to becam- 
ing an economic powerhouse and growth 
becoming more inclusive, services will be- 
come still more broad-based. 

Among the three sub-sectors cf ser- 
v:ces, trade, hotels, transport and com- 
munication lead by growing at double- 
digit rates for many years. 

Growth in financial services (cem- 
prising banking, insurance and real es- 
tate services), which after dipping in 
2003-04 bounced back the following 
year, has maintained the momentum 
with progressive maturing of Indian fi- 
nancial markets and the ongoing eon- 
struction boom. Foreign financial ser- 
vice companies have now set their 
s;ghts on the Indian market. Rising 
disposable income and an array cf fi- 
nancial products available for sale 
nave thrown up opportunities for mar- 
keting financial services. Further, with 
Mumbai being developed as a regional 
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financial hub, the financial services 
are all set to grow by global norms and 
volumes. The Bombay Stock Exchange 
is currently seeing suitable entities 
like London Stock Exchange as strate- 
gic partners. The RBI is yet to come out 
with a notification to permit FDI and 
FIIs stake in stock exchanges. Once 
norms are clearly brought out, the fi- 


| 


nancial services most probably will be- 
come global in terms of best practices. 
However, community, social and 
personal services have experienced a 
growth deceleration. These include pub- 
lic administration and defense; and the 
deceleration reflects, on the one hand, 
the process of fiscal consolidation and, 
on the other, increasing efficiency of fis- 
cal expenditure management. 
Professional services include a 
wide range like IT Services, Customer 


Relations Management, Health Ser- 
vices, Accountancy Services, Legal Ser- 
vices, Educational Services, Construc- 
tion and Engineering Services, 
Architectural and Design Services, etc. 
The Information and Communication 
Technology revolution has made 
it easy to provide such services 
all over the world and .- 
Indian professionals have made a 
mark in many fields leading India to 
be recognized all over the world as an 
important player in the knowledge 
economy, where BPO and KPO services 
have a huge potential to grow. 

India has extraordinarily done well 
in offshore IT services with 65% share 
of the global offshore market and 46% 
share of global business process 
offshoring, i.e., BPO industry. This was 
made possible by an unparalleled ex- 
port performance with an average 
growth rate of 28-30% p.a. continu- 
ously over a decade. Interestingly, the 
scope for future growth is large as only 
10% of the potentially addressable glo- 
bal IT/ITES market has been tapped. 
The remaining 90% of a global poten- 
tial market of approximately $300 bn 
still remains to be tapped. 

India's advantages of varied talent, 
established track record and a geo- 
graphical location providing a day-and- 
night working day to professionals 


There is a need to match what is churned out by 
the special institutes of vocational training and 
what the end-use employment requires. 


coupled with communication infra- 
structure of data connectivity and se- 
curity should be made use of to realize 
the full potential. If possible, the 
W'TO's good offices should be used to 
access overseas outsourcing. There is a 
need to increase the IT workforce 
through an HRD plan so as to avoid 
any shortages in the future. Simulta- 
neously, urban infrastructure should 
be attended to through public-private 
partnerships. 
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There is a need to match what is 
churned out by the special institutes of 
vocational training and what the end- 
use employment requires. At present, 
this is not happening. Industry leaders 
have been frequently highlighting the 
emerzing skill shortage. Many of the 
graduates from the humanities as well 
as ‘rom the engineering and science 
streams need further training to ac- 
quire usable, practical skills. 

The construction industry provides 
large scope for direct and indirect em- 
ployment of persons with a wide range 
of skills and also of unskilled persons. 
It employs over 30 million people, 
many of them women and migrants. 
This sector has been growing at over 
109» per year over the last five years 
and covers rural and urban infrastruc- 
tu-e, roads, airports, sea-ports and 
commercial and residential buildings. 





In the future, with the government em- 
phasizing on infrastructure develop- 
ment, this sector will gallop, thereby 
giving a boost to construction services. 

Tourism is another important 
area of demand in the service sector, 
which has shown considerable dyna- 
mism in recent years and is poised for 
even more rapid growth. Most of the 
states are coming out with their tour- 
ism policies. 

There are different types of tour- 
ism—natural, cultural, business, lei- 
sure, spiritual, religious, ecological, 
adventure and medical tourism. This 
sector has many backward and for- 
ward linkages. 

The service sector is a very vast 
area. An upcoming component of ser- 
vices as an engine of economic growth 
is the retail services in the country. 
Retail trade and services provide em- 
aloyment to a large number of persons 
at varying levels ofincome. The bulk of 
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In industries like retail, banking, accounting and 
healthcare much more needs to be done to ease 
regulatory framework guiding FDIs in India. 


retailing will continue to be in the 
small scale and informal sector, but it 
must be recognized that modern orga- 
nized retailing brings many advan- 
tages to the economy and its consum- 
ers, while generating many employ- 
ment opportunities. For example, the 
organized retailing in agricultural pro- 
duce can promote supply chains, give 
better prices to farmers for their pro- 
duce, reduce wastage and facilitate the 
growth of the agro-processing indus- 
tries. A number of corporate houses 
have realized the huge growth opportu- 
nities in this and, therefore, a sort of 
competition is seen to be getting un- 
leashed in India in the near future. 
Foreign retailers are also going to play 
an active role. New technology and 
lower consumer prices due to competi- 
tion will stimulate demand, thereby 
generating employment opportunities. 


i 


Till now, the FDI in retailing has 
been allowed to a limited extent, but 
there is a strong interest among foreign 
investors in being allowed to play a ma- 
jor role. The foreign retailers can gener- 
ate export market linkages for Indian 
suppliers. However, this area has gen- 
erated a lot of controversy. 

Entertainment and Media Services 
Sector is another area which is expected 
to grow at a high rate. This sector com- 
prises of Television, Films, Radio, Mu- 
sic, Print Media, Live Entertainment 
and Advertising. This is a sunrise sec- 
tor where demand is rising faster than 
income. 

It is expected that services would 
continue to power the growth of our 
economy in the future on the back of 
India's global competitiveness as well 
as a growing domestic demand for ser- 
vices. An accelerating growth in service 
industries would lead to value creation 
in the long-term. 





The government is also keen to give 
a facilitating hand to the service indus- 
try. It is contemplating a hike in the 
FDI cap for the service sector. In a bid 
to quicken the economic growth, the 
government is working for increased 
liberalization in retail, banking and 
other industries of the services. 

In industries like retail, banking, 
accounting and healthcare much more 
needs to be done to ease regulatory 
framework guiding FDIs in India. The 
decrepit healthcare facilities in India 
are evident from the fact that the coun- 
try spends only 1% of the total GDP for 
healthcare. This needs to be increased 
on an annual basis. 

The boom in the service sector has 
caught the attention of domestic mutual 
funds. While there are numerous 
schemes which invest in stocks which 
fall under the broad category called "ser- 
vices", the number of schemes that in- 
vest only in stocks of the service industry 
was limited to only one till now. 

The high growth potential offered 
by the service sector is what makes in- 
vestment in the sector a promising 
proposition. 

The main growth drivers for the 
service sector is the availability of 
quality manpower, particularly in In- 
dia, comparatively cheap labor costs, 
rising affluence of India's middle-class 
population apart from the easy avail- 
ability of finance, lower interest rates 
and certainty about future income, 
which are prompting millions of Indi- 
ans to advance their consumption. 

The service sector is still growing 
and it is likely that many more invest- 
ment opportunities will rise in the sec- 
tor as more and more companies in the 
sector get listed. 

Compared to the past, when stocks 
in industries such as healthcare, 
telecom, financial services, software 
and banking led the growth in the ser- 
vices sector, the future growth is ex- 
pected to be determined by industries 
such as tourism, retail, media, BPO 
and aviation.m 
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The simultaneous availability of a large pool of capital and a rapidly 
expanding (and literate) workforce implies a growth path that is more akin to 
the standard Asian “miracle” model. 


- Sanjeev Sanyal 


Director, Global Markets Research, Deutsche Bank, 
and Adjunct Fellow, Institute of Policy Studies, Singapore. 


ifteen years of reforms, since 

1991, have transformed the In- 

dian economy. The reform pro- 
cess was slow and erratic, but it ap- 
pears to have been enough to energize 
the country’s private sector. The country 
is now the latest ef a long string of 
Asian countries that have been dra- 
matically changed by a sharp accelera- 
tion in growth since the mid-20" Cen- 
tury. However, India’s growth trajectory 
has been very different from those of 
other Asian countries. The standard 
Asian “miracle” was all about deploy- 
ing ever larger amounts of labor and 
capital in manufacturing and construc- 
tion. In contrast, India has so far grown 
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by deploying a highly skilled middle- 
class in the services sector. This has led 
to a boom in banking, media, software, 
BPO, tourism, airlines and so on. As a 
result, the services sector now domi- 
nates the Indian economy by contribut- 
ing 55% of GDP, while industry and ag- 
riculture contribute 25% and 20% re- 
spectively. In contrast, services only ac- 
count for 35% of China’s GDP. 

India’s unique growth path was the 
result of two historical accidents. First, 
it had already had an educated middle- 
class in place before economic reforms 
were introduced. Other Asian counter- 
parts did not have a similar middle- 
class at the time of “take-off”. China 


had destroyed its middle-class during 
the Cultural Revolution. Others like 
Korea never really had one. Only Japan 
has a middle-class, but it had been rav- 
aged by subsequent wars in the past. 
Second, the information technology and 
communications revolution of the 
1990s coincided with India’s economic 
liberalization. This made it possible for 
the Indian middle-class to globalize in 
a way that would not have been possible 
when East Asia took off. The Internet, 
mobile telephones, cable television and 
so on have allowed both exports of ser- 
vices and, more importantly, the import 
of new ideas and technologies. 
Unfortunately, the unique services- 
led growth model has a major con- 
straint—the size of India’s skilled 
middle-class. A figure of 300 million is 
often quoted in the media but, in my view, 
the middle-class is still a fraction of this 
size. Besides, the middle-class has bled 
some of its best talent to the West for sev- 
eral decades now. That is why, the country 
is currently experiencing one of the sharp- 
est escalations in wages/salaries of 
skilled workers ever witnessed. Short- 
ages of skilled workers are already the 
single most important constraint to me- 
dium-term growth. In other words, a 
growth path relying exclusively on the ur- 
ban middle-class is no longer tenable. 
So, is this the end of the Indian 
growth story? No. Two completely new 
factors will drive growth over the next 
15 years. First, a “primary education 
revolution” is rapidly increasing lit- 
eracy rates across the country. Since the 
mid-1990s, the efforts of the govern- 
ment, NGOs and, more importantly, 
private fee-charging schools have 
pushed primary and secondary enroll- 
ment rates up sharply—an achieve- 
ment that is rarely recognized. Such 
schools have sprouted up even in the re- 
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motest of hamlets across the country. 
As a result, the basic literacy rate is al- 
ready around 70% and will be over 90% 
by 2020. In turn, this will make it pos- 
sible for the first time to mobilize and 
deploy the bulk of India's workforce. 
Second, the country will go through a 
“demographic revolution" as birth rates 
decline and the share of working-age 
aduits rises in the population. In this, 
Incia will be merely following what has 
already happened in East Asia. Most 
economists only think about demo- 
graphic transition in terms of the sup- 
ply of labor. However, the experience of 
the rest of Asia suggests a simulta- 
neous increase in savings rate. Indeed, 
we may be already witnessing this with 
the increase in the savings rate from 23 
to 29% of GDP over the last five years. It 
is more than likely that this will rise as 
high as 40% by 2020 (not inconceivable, 
since China currently has a savings rate 
of 48% of GDP). The rise in the domestic 
savings rate implies a large pool of 





cheap capital that can be used to fund 
investment on a large scale. 

What does all this mean for India's 
future growth trajectory? The simulta- 
neous availability of a large poo! of capi- 
tal and a rapidly expanding (and liter- 
ate) workforce implies a growth path 
that is more akin to the standard Asian 
“miracle” model. As India begins to de- 
ploy ever larger amounts of bulk labor 
and capital, the new growth engines will 
be relatively low-tech rather than high- 
tech. In other words, the boom sectors of 
tne next 15 years will be construction 
and manufacturing. Services too will 
grow, but it will be increasingly driven 
by the mundane—think “rural beauty 
parlors”—rather than cutting-edge ani- 
mation software companies. 

The most obvious criticism ef this 
view is that India’s physical infrastruc- 
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ture is just too poor to be able to support 
a manufacture-driven growth path. It is 
true that India’s infrastructure is very 
poor. However, this is not a unique posi- 
tion—all other countries started out 
with poor infrastructure, but they went 
through the demographic shift and they 
used the increase in labor and capital to 


As India begins to deploy ever larger amounts of 
bulk labor and capital, the new growth engines 
will be relatively low-tech rather than high-tech. 


create the infrastructure. In my view, it 
will take active effort to stop this from 
happening in India too. Note that the 
construction of infrastructure does not 
merely allow other sectors to grow; it is 
a major area of economic activity in its 
own right. China has an investment 
rate of 46% of GDP due to its large infra- 
structure projects and this is a key 
driver for hyper-growth in that country. 

As India shifts to the “normal” Asian 
trajectory, its position in global trade 
will change. Today, India does not and 
cannot seriously compete with China as 
they occupy different spheres—the 
former in services and the latter in 
manufacturing. This might change by 
2020. Armed with new infrastructure, 
India will increasingly compete with 
China for markets. By then, China’s la- 
bor force will be aging and its savings 


rate will be falling. This will sap its 
manufacturing growth engine. This may 
seem incredible today, but it only re- 
peats a well-established pattern—the 
shift from Japan to Korea/Taiwan and 
then to China. Demographic trends sug- 
gest that we should expect the baton to 
be passed on to countries like India and 
Vietnam in the next 15 years. Of course, 
the Chinese will also be better equipped 
by 2020 and will be competing with us in 
international services trade. 

What is most attractive about this 
growth model is that it will affect the bulk 
of the people rather than the educated 
few. Of course, an Asian miracle in India 
is not inevitable. Two major issues need 
to be tackled if this “miracle” is to come 
true. First, India must improve its gen- 
eral governance—especially the body of 
law and the ability of enforcing the law 
through the judiciary. This is not just 
about commercial laws, but also those 
relating to the whole range of human ac- 
tivity—from criminal law to those related 
to leasing out an apartment. This is most 
critical if we expect investors to take ad- 
vantage of the opportunities in the less 
developed interiors of the country. Sec- 
ond, the authorities must take care to en- 
sure that the financial system does not 
misallocate the growing amounts of do- 
mestic (and foreign) savings that are 
likely to flow through it at an accelerated 
pace. Major misallocations of resources 
could eventually trigger something like 
the “Asian Crisis” that could disrupt the 
whole process. 

In short, changing demographics and 
rising literacy have created a one-time 
opportunity—India needs to reach out 
and grab it. This demographic phase will 
not last forever; perhaps 25 years, not 
more. After that, we too will age and the 
opportunity will slip away. Good policies 
are needed in order to maximize the ben- 
efits of the demographic boom years. 
Meanwhile, what of the urban middle- 
class? It will continue to grow and pros- 
per, but it will be the “result” of growth 
rather than the “source” of growth. The 
call-center workers of today will be the 
company managers of tomorrow.m 





Reference # 01M-2007-01-05-01 


| Chartered Financial Analyst | 


Mm COVER STORY 





Indian Economy 


Can It Sustain 9% Growth? 


| 





Although macroeconomic indicators are projecting an apparently healthy 
economy, there are many reasons suggesting that sustaining 9% economic 


growth is doubtful in the long run. 





he Indian economy is on a roll. A 

stupendous 9.2% growth in the 

Gross Domestic Product (GDP) 
during the second quarter of the fiscal 
2006-07 has indeed ushered in party- 
time for the policymakers who are exud- 
ing confidence and painting a brighter 
picture of the future ahead. This recent 
quarterly performance is not a hiatus 
rather it is an offshoot of the persistent 
economic reforms which were initiated 
15 years back. Riding on the back of eco- 
nomic reforms, the average growth rate 
has been around 8% over the past four 
years, which is fueled by stellar perfor- 
mances of the industrial and tertiary 
sectors. And agriculture, which has al- 
ways been the prime mover and shaker 
of Indian economic growth, this time, 
interestingly, ceased to matter much 
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for an overall growth. A meager 1.7% 
growth rate in agriculture in the second 
quarter with more than 9% overall 
growth raises skeptics’ eyebrows and 
doubts on the much-hyped agriculture- 
industry linkage; at least in the short- 
run. 

Whatsoever, the optimistic Plan- 
ning Commission, in its approach paper 
to the Eleventh Five-year Plan (2007- 
12), raised the growth target from 8 to 
9%. Its optimism over the Indian 
economy emanates from a combination 
of factors. Both the industry and the 
services sectors scaled a double-digit 
growth rate in the last quarter. During 
the first half of 2006-07, while industry 
recorded a growth of 10.3%, services 
grew by 10.9% much above their last 
year corresponding growth of 7.8% and 


10.3% respectively. More encouraging 
news is that the manufacturing sector, 
which accounts for 80% of the Index of 
Industrial Production (IIP), grew by 
12.1% during the first two quarters of 
the financial year 2006-07 compared 
with a decent 9.5% growth of the previ- 
ous year. Growth in the basic, durables 
and the intermediate goods sector went 
up in the H1 of 2006-07 as compared 
with 2005-06. Electricity, gas and wa- 
ter supply increased by 5.4% in 2005-06 
as compared with 4.3% growth rate in 
the year 2004-05. Gems and clothing 
were traditional strongholds, but now 
pharmaceuticals, biotechnology, 
healthcare, media and entertainment, 
auto, cement and steel industries are 
proving their prowess in the interna- 
tional arena. 

The service sector now contributes 
nearly 54% in India’s GDP and its share 
is likely to cross 60% in the next five 
years. It is now the fastest growing sec- 
tor and consistently raising at the rate 
of 9% per annum since the mid-1990s. 
According to the estimate of CSO, 
trade, hotels, transport and communi- 
cation services registered a growth rate 
of 11.1% in 2005-06, whereas the finan- 
cial service sector posted a growth rate 
of 9.5% in the same year. First it was IT, 
then BPOs, now KPOs; in every possible 
area the Indian service sector is gaining 
a firm foothold at the global front. How- 
ever, the most pertinent point of this 
development is that, this growth has 
been mainly driven by domestic con- 
sumption demand, which implies that 
India is more insulated from any dis- 
turbance in the international market. 
Increasing domestic consumption in re- 
tail and telecom sectors is encouraging 
the economy to reach for new heights. 
Consumer durables and non-durables 
industry is also getting huge impetus 
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Achieving a second “Green Revolution" is not at all an easy task, especially at a 


time when agricultural land is being increasingly diverted to industries. 


On bottlenecks and policy prescriptions. 

First, infrastructural bottleneeks. Bad 
roads, congested ports and airports, power 
shortage. For example, the transit time of 
cars from the factory to the ship is 48 
hours in Japan. It is two months for 
Maruti in India. Massive investments are 
needed in these areas. We have to use pri- 
vate funds and expertise. There are huge 
times and cost overruns even in projects 
already underway (ike upgrading the na- 
tional highways connecting the metro cit- 





ing of services, allowing the use of Right to 
Information Act effectively, so that the in- 
terested public can put pressure to reduce 
the political interferences in economic de- 
cision-making, setting up special courts 
to dispose of cases involving infrastruc- 
ture projects. But it is easier said than 
done. Most of the required reforms are in 
the realm of administration (both at the 
center and states), which have to be un- 
dertaken by political parties whose inter- 
ests, unfortunately, are different. 


ies and completing the East-West North- Former Professor 3c, t Y Second, according to the Planning 
South corridors). Also, the policy environ- IIM. Calcutta : Commission estimates, agriculture has 


ment (for example, regarding the role of 
the private sector and foreign investment in moderniza- 
tion of ports and airports) is not clear, because of politi- 
cal differences among the coalition partners in the Cen- 
ter. The government cannot take strong action against 
the contractors who are not able to deliver on time, be- 
cause in many cases, the reasons for delay are beyond 
their control. There are political problems in acquiring 
land, deciding on the quantum of compensation for the 
displaced people, the pressure to use labor and sub- 
standard materials supplied by political favorites, ex- 
tremely slow moving judiciary to dispose of litigation 
and so on. Finally, inappropriate pricing of services, 
massive theft of pewer by the politically connected, and 
loss-making state electricity boards unable to invest in 
augmenting capacities and in maintenance. Part of the 
solution Les in clearing up the policy environment, set- 
ting up independent regulatory commissions to decide 
on the compensation package to the displaced and pric- 





to grow at 4% if India has to attain an 
overall 8% plus growth rate. This is well above the aver- 
ag» agricultural growth rate of 2% achieved in recent 
years. Major bottlenecks are inadequate irrigation and 
storage facilities, erratic power supply in rural areas, 
lack of connectivity to markets, low productivity in 
terms of yields per acre and so on. It requires massive 
public investment, but the central and state govern- 
ments do not have the resources. In fact, the highest 
agricultural growth rate achieved over a long period was 
3% in the 1980s when irrigation facilities were expand- 
ing at a fast pace and high yielding technologies for rice 
and wheat were being spread. Achieving a second 
*Green Revolution" is not at all an easy task, especially 
at a time when agricultural land is being increasingly 
diverted to industries. 

Third, our labor laws. Many manufacturing indus- 
tries prefer to go to China—not India. Labor is not 
cheaper in China, but labor discipline and labor produc- 


from a breed of young population having 
more disposable incomes. Accord:ng to 
a report by the global research firm 
Credit Suisse, which upgraded India's 
growth prospects to 10% in 2007 and 
10.5% in 2008, India is all set to sur- 
pass China as the fastest-growing 
economy in Asia in the year 2007 on 
the back of rising consumer demand 
and massive public investment in in- 
frastructure development. 
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Demographic dividenc 

According to the Finarce Minister, 
P Chidambaram, the covntry's advan- 
tageous demographic profile could act 
in favor of the economy in the coming 
years. The United Nations’ report, 
which estimates that the working-age 
population between 15 and 64 years 
will increase by a staggering 71 million 
in India to reach 762 million by 2010, 
vindicates the finance minister's stand. 


He further adds, “If everyone is edu- 
cated and given skills, he or she will add 
enormous amount to the gross domestic 
product and the economy will grow at a 
faster rate." This young demographic 
profile is often tempting the economists 
to place India ahead of China, as the 
economy ofthe future. China, the second 
largest economy in the world in terms of 
purchasing power parity, is most likely 
to suffer from labor shortage in the com- 
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tivity are much higher there. No independent trade 
union activity is allowed in China. This is possible in a 
single-party “people’s democracy", but not possible in a 
multi-party parliamentary democracy like India. Flex- 
ibility in ^hiring and firing" (including contract labor) is 
particularly crucial in export industries. For example, 
suppose, I am a manufacturer of ready-made garments 
and I get a new export order. I need to hire more tempo- 
rary workers to increase production to meet the export 
order. But I am not sure whether this order will be re- 
peated in future. At the same time, I know that I cannot 
get rid of these workers in future even if I do not get a 
repeat order. In that case, I would rather not go for the 
export order. 

Fourth, the quality of our labor force. India cannot 
compete with China or Vietnam in cheap low skill-inten- 
sive simple manufactures like toys. Our competitive ad- 
vantage lies in skill-intensive manufactures and ser- 
vices. The problem is that our educational institutions 
are producing thousands of graduates, but many of them 
do not meet industry requirements. Consequently, there 
is an acute shortage of high quality technical people 
whose salaries are skyrocketing. This is eroding our price 
competitiveness. At the same time, we have thousands of 
unemployed or underemployed educated Indians. Hence, 
improving the quality and reach of our education system 
basically holds the key to stepping up the rate of growth 
along with making it more "inclusive". The simple politi- 
cal solution of reservation of seats in IITs and IIMs and 
in private sector jobs merely bypasses the basic problem 
of low quality education for the masses at the primary 
and secondary levels. If reservation has to be used, it has 
to be at those levels. 


On increase of oil prices. 

Yes. By all indications, the price of oil will go on rising in 
the medium-sterm. Seventy percent of our requirement 
of petro-products still comes from imports. This has the 
double risk of raising the inflation rate by pushing up 


the energy cost and inducing a fall in demand through 
higher prices. A "stagflation" — combination of inflation 
and stagnation— may set in. 


On future outlook. 

India has huge potential. India has a larger number of 
homegrown world-class entrepreneurs than China. Our 
engineering skills are available at low-cost. We have a 
large English-speaking population. These can make 
India competitive across a wide range of industries. 
Then we have the so-called *demographic dividend". In 
other words, the ratio of working-age population to total 
population will be higher in India relative to China. 
China will face a labor shortage in the coming years, but 
India won't. The higher proportion of working people 
would also imply a lower dependency ratio (that is, the 
number of non-working people supported by a working 
person), a higher output and income per capita and a 
bigger market. Our traditional constraints on growth — 
food, foreign exchange, savings and technology — are no 
longer a problem. India is mostly self-sufficient in food 
production. India's foreign exchange reserves are more 
than $165 bn. Indian companies have access to state-of- 
the-art technology as a result of free import of machines, 
technology and FDI from abroad. India's savings rate 
has gone up from 20% in mid-1980s to 29% now. No 
doubt, China's savings rate is much higher at nearly 
50%. But, then, India’s use of savings is more efficient in 
that we are extracting 8% growth from 30% savings 
rate, whereas China is having 10% growth with 50% 
savings rate. 

But, despite all these advantages, I doubt, in the light 
of the bottlenecks mentioned earlier, whether India will be 
able to sustain a 9% growth rate. Most of the constraints 
are embedded in our political administrative structure. 
This structure has evolved through a long historical pro- 
cess. Changing economic policies is easier. Changing the 
political administrative structure and the associated in- 
centive systems is a far more daunting task. 


ing years; whereas the $775 bn Indian 
economy is relishing its demographic 
advantage. Moreover, Indian engineer- 
ing and entrepreneurial expertise 
coupled with a large pool of English- 
speaking population are indeed reshap- 
ing India as a happening place. 


Reality checks 


Though from a layman’s perspective, 
judging by the macro parameters, ev- 
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erything apparently seems in perfect 
harmony, the inside story is not that 
rosy. The most striking discord is the 
pitiful state of its infrastructure; bad 
roads, congested ports and airports, 
and power shortage. Unlike China, 
there has been more rhetoric than real 
action on the ground. Infrastructure de- 
velopment has been slower than ex- 
pected. Between 1991-92 and 2005-06, 
the revenue deficit increased at an 


alarming rate of 13.16%, which is eat- 
ing up invaluable government resources 
that could have been utilized for some 
kind of asset generation. Revenue defi- 
cit as a percentage of fiscal deficit in- 
creased from nearly 45% in 1991-92 to 
62.82% in 2005-06, which implies that 
nearly 70% of the government expenses 
are used to finance current expenditure. 

Not the least, there are other indi- 
cations which contradict the popular 
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wisdom that everything is sailing 
smooth. The consumer price index has 
increased to almost 7%, which is much 
higher than the Asian average of a 
modest 2.5%. Shortage of skilled la- 
bor and rising wages as well as fear of 
attrition have gripped the Indian 
firms like never before. Total wage 
bill cf the Indian companies in the six 
months to September last year wit- 
nessed a hike of 22% than a year ear- 
lier, whereas on an average, in the 
past four years it increased by a mod- 
est 12%. India’s current account posi- 
tion has worsened from a 1.5% sur- 
plus in 2003 to 3% deficit in 2006. 
Buoyancy was also observed in share 
price and housing market. Housing 
loans increased by more than 50% in 
the last year up to June and the loans 
for the commercial property wit- 
nessed a steep rise of more than 
100%. Share prices have quadrupled 
in 2006 from what they were in early 
2003. For the 11 months ended No- 
vember 30, 2006, FII investment net 


hardening in the form of increasing in- 
terest rate in early 2007. Coupled with 
this, the woes of speculation-driven 
volatile international oil price are 
lurking. According to an estimate by 
the World Bank, a $10 rise in the cost 
of oil snatches away 0.5% from the 
GDP. 

According to the Finance Minister, 
Asia’s third-largest oil comsumer, has 
been robbed off 1% of the GDP annu- 
ally in the past three years due to oil 
price movements. The leading interna- 
tional rating agencies like Standard & 
Poor’s and Fitch are also ringing warn- 
ing bells on Asian as well as Indian 
markets. Fitch forecasts that slower 
global growth is likely to hurt the 
growth prospects of the emerging 
Asian economies. The report says that 
weaker growth in the US and global 
markets is likely to hamper Asian ex- 
port earnings and thereby would likely 
lead to a deteriorating forex position of 
these countries in 2007. These devel- 
opments do not augur well for the In- 


Asia’s third-largest oil consumer has been 
robbed off 1% of the GDP annually in the past 
three years due to oil price movements. 


inflows recorded $8.79 bn, as against 
$8.65 bn for the similar period in 
2005. An exceptional bull run has pro- 
pelled the BSE Sensex to zoom past 
the 14,000-mark with a sizable gain 
of 58% in just six months by December 
5, 2006. In the previous week, the 
Nifty had touched the 4,000 mark for 
the first time ever. 

Although the policymakers and 
planners are not accepting that the 
economy has already started showing 
some kind of overheating, they are 
reckoning that the rising inflationary 
situation is indeed a cause for concern. 
India’s benchmark WPI rose to 5.29% 
im the second week of November 2006, 
which is well above the government's 
tolerance level of 4%. This supply-side 
inflation may lead to some monetary 
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dian economy and put a big question 
mark on the sustainability of 9% 
growth. 


Outlook 

In a country like India, where still 60% 
of the population is dependent on agri- 
culture, we can’t afford to neglect it. Ac- 
cording to the Planning Commission’s 
estimate, to sustain this growth mo- 
mentum, agriculture should grow at 4%. 
However, the major bottlenecks are 
poor irrigation and inadequate storage 
facilities, acute power shertage and im- 
proper marketing. Even the 15 years of 
economic reforms could not send the de- 
sired fruits to the remotest parts of ru- 
ral India. Unless some drastic changes 
occur in agricultural sector, the Indian 
growth story may continue to remain 
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askew. Next come the stringent and 
red-taped labor laws, which are compel- 
ling the companies to think twice before 
foraying into India. Although Indian la- 
bor is relatively cheap when compared 
to China, more FDI is flowing into 
China than in India, only because of the 
improved Chinese labor discipline and 
efficiency. 

The other disturbing factor, which is 
jeopardizing the bullish forecast, are 
the problems of poverty and inequality. 
The difference of income earned by the 
country's richest 5% and the poorest 5% 
is widening and moreover given the 
positive press that India has earned in 
recent times, it is disheartening to dis- 
cover that India's per capita income is 
just higher than that of sub-Saharan 
Africa, and about one-sixth that of 
Latin America. Surprisingly, 35% of 
India's population lives on less than $1 
a day that is comparable to 
Bangladesh's 36% and much worse 
than Pakistan's 17% and Sri Lanka’s 
6%, which is again questioning the pros- 
pects of the sustainability of 996 growth. 
However, the government should take 
this as a clarion call and carry forward 
its bid to create a prosperous economy 
by creating requisite infrastructure 
with no loss of time.m 


- Amit Singh Sisodiya, N Janardhan Rao 
and Sanjoy De 
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Software companies in India naed to foster a culture of innovation, where 
we create our own Wal-Mart and Virgin Airways, and continue to focus on 
newer business models and improved customer interaction. 


— Sumit Ganguli 
Chief Sales Officer, iGATE Global Solutions 





ile having dinner with a cli- 

ent in Germany. I was 

asked: “Why are Indians so 

good in software development and sys- 

tems design?" “Today, no one associ- 

ates software development with any 
country other than India”. 

I told him about the known enablers 
and drivers—liberalization ef the 
Indian economy, strong English-speak- 
mg population, and large middle-class 
population that places major stress on 
education, all taking care of the supply 
side. The Y2K demand in the late 
1990s, the Internet boom and then the 
Internet bust that ignited a majer need 
for Indian software programmers on 
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the demand side. My client, heard me 
out patiently, nodded his head and said 
“No, I think it is in their genes and DNA: 
Maybe, because Indian’s have such a 
tough time solving problems in their 
day-to-day life, that they have become 
very adept at problem-solving and pro- 
gramming’. 

On a recent flight to Japan, my 
Japanese co-passenger mpressed me 
with his knowledge of the restaurants 
and bars in Bangalore. At the Narita 
airport, a baggage supervisor came up 
to me and asked whether I was from 
one of the Indian IT companies. 

India is rising. The Wail Street Jour- 
nal, The Economic Times and of course 


CNBC are constantly talking about 
the explosive growth in India. Lou 
Dobbs at CNN has almost carved a ca- 
reer out of being the Chicken Little, cry- 
ing that the sky is falling because of 
outsourcing of jobs. But more than the 
media, these personal experiences 
have convinced me that India has truly 
become a part of the international con- 
sciousness. 

According to Nasscom (National 
Association of Software and Services 
Companies), the total addressable 
market for IT and BPO is approxi- 
mately $300 bn in 2005-06. Of this, 
India’s share is approximately $30 
bn—$18 bn in IT and $12 bn in BPO. 
This number is projected to grow to $60 
bn by 2010. While all this is euphoric, 
and should give us a tremendous sense 
of pride, it is also important for us not 
to rest on our laurels and become com- 
placent. There are a number of internal 
and external threats that are looming 
on the horizon and may impact this 
Indian tsunami. 

Today, most of our IT and BPO op- 
erations are largely resource-centric. 
Recruitment, retention, training, allo- 
cation and deployment of resources are 
the key components of the IT and BPO 
industry. With the industry growing at 
30%, resource crunch is becoming a 
major concern. The employability of 
Indian graduates at MNCs is also un- 
der question—a fact brought to light by 
McKinsey Global Institute’s (MGI) re- 
search. India’s pool of university gradu- 
ates with less than seven years of expe- 
rience is estimated at 14 million. It is 
1.5 times that of China and double 
that of the US. However, only 10 to 25% 
of them are suitable for working in 
MNCs. In India, only 1.2 million people 
hold engineering degrees, roughly 4% 
of the total university-educated 
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workforce compared to 20% in Ger- 
many and 33% in Chima. The annual 
salary of project managers is going up 
by 23% while that of software program- 
mers by 13%, and this wage inflation is 
impacting the prospect of IT and BPO 
out of India. 

IT and BPO companies are being 
ravaged by high attrition levels, and 
this coupled with pressures to increase 
salary are severely impacting the busi- 
ness model. The Fortune 500 companies 
are looking at mitigating their India 
risk by looking at Hungary, Rumania, 
and the Czech Republic in Europe and of 
course China and Philippines in Asia. 

Nasscom and the industry are tak- 
ing definite steps in managing this 
challenge by increasing the number of 
computer training institutes, enhanc- 
ing the intake of students, bringing the 





industry and academics closer, work- 
ing on new human resource initiatives, 
and implementing wealth creation 
model for employees. These emp oyee- 
oriented initiatives are absolute keys 
to zhe survival and growth of the orga- 
nizations. But they may be a little too 
short-term focused. 

The IT and BPO industries will ac- 
tually translate into 10-12% of India's 
GDP by 2015, and it is expected that IT 
and BPO will be to India what o. is to 
Saudi Arabia and electronics is to Tai- 
wan. It is, therefore, a matter of na- 
tional consequence for us to be para- 
noid and to think about how we can 
maintain our competitive strengths 
compared to the other countries. It is 
imperative that we ask ourselves, if we 
should be doing the *same work the 
same way" or should we reccnsider 
software development and offshore 
outsourcing, as much more than re- 
source-centric operations. We need to 
look at newer and innovative models 
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The IT and BPO industries will actually translate 
into 10-1296 of India's GDP by 2015, and it is 
expected that IT and BPO will be to India what oil 
is to Saudi Arabia and electronics is to Taiwan. 


and start creating some disruptions 
through innovations. 

[Innovation and strategy guru, Gary 
Hamel highlights a number of disrup- 
tions fraught by companies that led to 
the demise of industry leaders or rel- 
egated leaders to followers. 

In its heyday, Sears was the ulti- 
mate in the retail industry in the US. 
The Sears Tower in Chicago was its 
crowning glory. Wal-Mart with its mas- 
sive buying scale and strong supply 
chain model relegated Sears to a fol- 
lower. Then, Target with its trendy 
stores, Amazon.com with its online 
model and specialty stores, Home De- 
pot forced Sears to sell out and merge 
with Kmart. 

Today, Wal-Mart itself is facing chal- 
lenges in terms of declininz store sales 
and is moving away from its "everyday 


i 


falling price” strategy to changing the 
shopping experience for shoppers. 

Virgin Atlantic Airways has had its 
hits and misses, but no one can find 
fault with Richard Branson, its founder, 
for being timid and not trying. Virgin fo- 
cused on fun, value-for-money and cus- 
tomer-feel-good, which changed the atti- 
tude of the airline industry. The same 
concept worked extremely well for Herb 
Kelleher, the founder CEO of Southwest 
Airlines. Most of the other leading air- 
line carriers in the US are today either 
bankrupt or trying to come out of it. 

Detroit was the world leader in car 
manufacturing, with cars like Cadillac, 
Impala, and Taurus reaching iconic sta- 
tus. Today, Detroit stands for a lot of 
things that need to be improved in the 
US. 

It is, therefore, incumbent upon the 
Indian IT and BPO companies to al- 
ways look over their shoulders and see 
how they can reinvent themselves. We 
need to continue to ask ourselves: 





e How do we evolve from a resource- 
centric and largely “body” based 
model to a more process-centric 
model? 

s How do we create discrete steps in 
software development that can en- 
able us to implement lean method- 
ology and reduce cost? 

a How do we work on first time and 
all-time right? 

a How do we go up the domain value 
chain, such that countries like 
China, Philippines and East Euro- 
pean destinations cannot replicate 
our model? 

s How can we bring in some automa- 
tion in software development, and 
formalize componentization and 
commoditization of software devel- 
opment? 

s How do we enhance the customer 
experience for Indian companies? 
Nasscom, IITs, IIMs and govern- 

ment bodies need to promote an indus- 

try-wide debate and discussion on how 
we, as a nation, can maintain our com- 
petitive edge. 

Software companies in India need 
to foster a culture of innovation, 
where we create our own Wal-Mart 
and Virgin Atlantic Airways and 
continue to focus on newer business 
models and improved customer 
interaction. 

Finally, it is incumbent on all of us 
individuals who have been blessed to 
be associated with one of the most ex- 
citing times in India's history to re- 
think the paradigm. We need to go be- 
yond the desire for instant wealth cre- 
ation and frequent job hops and work 
towards becoming corporate citizens, 
and enhance personal capabilities in 
the areas of key technologies or do- 
main. We also need to take the initia- 
tive of rethinking our delivery models, 
answer some or all of the questions 
posed above and bring in innovative 
and disruptive models that will launch 
India's IT and BPO industry to a state 
of “Perpetual renewal and sustained 
innovation".m 
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Going forward, the industry will have to make the most of the opportunities 


coming its way and at the same time tackle the challenges that will keep 





emerging every now and then. 
— Hemant Rustagi 
CEO, Wiseinvest Advisors Pvt. Ltd. 
ver the last 42 years that have nated, MFs— thanks to their mix of expe- 


passed since the first Mutual 
Fund (MF) was launched, the 
Indian mutual fund industry has come a 
long way. Today, MFs provide an attrac- 
tive and simple way of tapping the poten- 
tial of various investment options like eq- 
uity, debt and money market instru- 
ments. Moreover, they combine the 
spread of risk and professional invest- 
ment management. The ease of investing 
and the minimal paper work involved cer- 
tainly make them the most practical 
means of investing. Besides, one has the 
choice of investing a lump sum or small 
amounts on a regular basis through a 
Systematic Investment Plan (SIP) to 
build up capital over the years. 
Although investment risk and eco- 
nomic uncertainties can never be elimi- 
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rience, research, analysis and variety of 
products —have been able to ensure that 
investors in different segments achieve 
their investment objectives. The fact that 
the industry currently manages assets 
worth Rs. 3,41,000 cr is a testimony of its 
increasing acceptance among the invest- 
ing public. 

A number of factors have contributed 
to this growth; a wide variety of schemes, 
tax benefits, improved transparency, im- 
proved fund performance and investor 
services, increased participation by insti- 
tutional and retail investors, new chan- 
nels of distribution and strict as well as 
proactive regulatory regime. 

Though the industry has grown over 
the years, it has been a roller coaster ride. 
An early dose of disappointment for in- 





vestors at different market cycles slowed 
down the growth of the industry. As a re- 
sult, a significant majority of retail inves- 
tors remained unaware of the benefits of 
this most ideal investment vehicle that 
has benefitted millions of investors the 
world over. Though the awareness level 
has improved in the last few years, there 
is still a lot of work that needs to be done 
in this respect. 

Considering that MFs account for 
only around 1446 of bank deposits in 
India, there is a lot of scope for the indus- 
try to grow. However, to achieve this, the 
industry will have to be completely fo- 
cused on its efforts and exploit these op- 
portunities to take the growth to the next 
level. 

However, as the industry grows, so 
will its challenges. Some of the major 
challenges that the industry has faced in 
the past have been dominance of institu- 
tional investors, making investors 
aware about MF investing, mismatch 
between reality and expectations of re- 
turns, erratic growth in terms of assets 
under management and improving the 
quality of advice. While some of these 
challenges have been tackled success- 
fully, some others continue to pose 
threats to the industry. 

Going forward, the industry will 
have to make the most of the opportuni- 
ties coming its way and at the same 
time tackle the challenges that may 
keep emerging every now and then. Let 
us analyze some of the opportunities as 
well as challenges and see as to how 
these can impact the growth of the 
industry. 


Opportunities 

Investors' efforts to earn positive real 
rate of returns 

Considering that most traditional av- ` 
enues are providing much lower returns 
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than before, more and more investors 
will have to look for instruments like 
MPs that have the potential to beat in- 
flat:on on a consistent basis. Besides, 
the tax efficiency of the instrument is 
alse becoming an important factor 
while selecting the option. MFs score on 
both these counts and therefore, more 
and more investors are likely to include 
them in their portfolios. On their part, 
MFs will have to ensure that investors 
realize the direct correlation between 
risk and reward. 

Diverse asset classes to invest in 

Over the years, the MF industry has de- 
veloped a range of products to suit just 
abcut every need of investors in differ- 
ent segments. Today, it is on the verge of 
expanding its product line investing in 
gold and real estate. Sebi has already 
issued guidelines for Gold Exchange 
Traded Funds (Gold ETFs). These 
funds will invest in gold and gold-re- 
lated instruments. Considering that 
gold accounts for roughly around 10% of 
investors' overall asset allocation, there 
is a great scope for these funds to finc 
aceeptance among the investing public. 
Besides, the real estate funds, which 
are likely to be launched soon, will allow 
Ms to tap the booming real estate sec- 
tor in the country. Surely, in future, MFs 
will have a big role te play in the com- 
modities market. Onee all these funds 
are launched, MFs will have a much big- 
ger role to play in the asset allocation 
process of the investing public. 

Entry of new players 

While the existing players are battling 
it out to get their pie, there are many 
new entrants on the verge of or waiting 
on the sidelines for their call. Competi- 
tion and continuous improvement in the 
regulation will result in the asset 
growth as well as market segmenta- 
tion. The combined efforts of the indus- 
try, both in terms of developing newer 
ways to expand the reach and improving 
the performance, will help a great deal 
in terms of market expansion. Of 
course, investors will have everything to 
gain from this. 

Cpening up of the pension sector 

` The opening up of the pension sector is 
likely to result in a huge source of money 
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for MFs. It is broadly estimated that 
even if MFs have an access to 5% of 
these funds, it would amount to around 
Rs. 30,000 cr. Considering that these 
are long-term funds, having an access to 
them will bring stability to the assets 
under management and enhance the 
role of MFs in the capital markets. 


Chalienges 

Some of the challenges that the indus- 
try is likely to face are: 

Many investors are averse to trying out 
new options 

Investors, who have hitherto been in- 
vesting in assured return schemes like 
fixed deposits and small savings, often 
refuse to look at other smart options 
like MFs just because they do not offer 
guaranteed returns. It wil. be quite a 
challenge for the industry tc bring these 
investors into its fold. The industry will 
also have to ensure that as and when 
these investors decide to begin invest- 
ing in MFs, they select the right type of 
funds and invest with a long-term view 
in mind. 

Spreading the MF cult 

The MF industry faces a great challenge 
in the form of educating distributors/ 
advisors as well as investors about how 
to perceive and project MF. 

In other words, the quality of advice 
will play a key role in sustaining the 
growth of the industry. Besides, the in- 
dustry will have to develop. a network of 
advisors who can spread the MF cult 
across the length and breadth of the 
country. 

Product differentiation and client 
segmentation 

One of the hallmarks of the MF industry 
has been its ability to use innovative ap- 
proaches to tackle complex changes in 
the financial environment. By remaining 
tuned to the investor needs, the industry 
has been able to adapt and expand its 
product line to suit just about any 
investor’s short-term as well as long- 
term investment objectives. As a result, 
the investor's choice of schemes and in- 
vestment planning opportunities have 
grown dramatically. 

However, the industry faces a great 
challenge in achieving client segmenta- 


tion. Client segmentation is important, 
as it facilitates the launch of innovative 
products. The MF industry will do well 
to remember that as the target group 
may comprise of people with varying 
profiles— age, occupation, income and 
lifestyles —the recognition of these dif- 
ferences is vital to ensure proper selec- 
tion and ongoing acceptability of MFs 
as an ideal vehicle. 

Another area that requires the 
industry's attention is that in a bull 
market, investors chase returns and 
not all of them are necessarily savers. 
As the industry introduces new funds 
that are more and more performance- 
oriented, many short-term investors 
start investing in them. This, quite of- 
ten, results in heavy redemptions pe- 
riodically and impacts the returns 
from time to time. The industry will 
have to ensure that in the name of in- 
novation it does not jeopardize its own 
future. 

Consistency in performance 

One of the major attractions for inves- 
tors has been good performance by MFs, 
While it is a known fact that different 
funds invest differently depending on 
the performance of the markets they in- 
vest in, MFs will have to ensure consis- 
tency in the performance to ensure that 
they get their rightful place in investors’ 
portfolios. 

Tapping the rural market 

The rural sector provides tremendous 
opportunity to the MF industry for 
growth in the retail segment. However, 
it will be quite an uphill task for the 
industry to tap this market. 

The talent gap 

With new entrants jumping into the 
arena and a whole new variety of funds 
being launched by the industry, recruit- 
ment and retention is likely to be a 
daunting challenge for the industry. The 
industry will have to ensure that it has 
enough trained personnel— especially 
fund managers and marketing manag- 
ers—to be able to handle the increasing 
business. The industry may have to look 
outside the industry more to fill the tal- 
ent gap.B 
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Will India Lose Out to China? 
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As China makes further progress in its financial sector reforms, will India 


continue to hold its lead in the sector? 


— Shahji Jacob 


Princwal Consultant, Garnet Global Infotech, Bangalore 


If we have to achieve our growth am- 
bitions of 8-10% per annum, we need in- 
vestments of a high order. These would be 
possible only by making our financial 
markets more efficient, more competitive 
and more global. 


— Dr. Manmohan Singh 
Prime Ministerof India 
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o discussion on economic 
growth these days is complete 
without reference to the re- 
cent growth story scripted by the two 
emerging economic giants, India and 
China. The Goldman Sach's BRIC re- 
port of 2003, which predicted that, by 
2050, China and India would be the 
two largest economies in the world af- 





ter the US made the world sit up and 
seriously take notice of the new eco- 
nomic contenders. However, despite 
the powerful growth of the two coun- 
tries, it cannot be denied that China's 
growth has outstripped India's by far. 
Today, China holds several advan- 
tages over India in terms of the sheer 
size of its economy, the rate of growth, 
the amount of FDI that it attracts and 
the colossal reserves of foreign ex- 
change that it now boasts of. 

The reasons for these are many in- 
cluding the fact that China got a con- 
siderable head start in the reform pro- 
cess by lifting the iron curtain and 
launching itself into action as early as 
1978 when the word "reform" was not 
even in the Indian economic lexicon. 
The balance of payment crisis of 1991 
was perhaps the first real catalyst for 
India in the reform process. Bad as the 
crisis was, in hindsight we can today 
consider it as a blessing in disguise 
that prompted India to gird up its loins 
and seriously consider and implement 
the process of reform. Our first reform 
move was, therefore, in the financial 
sector and perhaps for that reason the 
sector was the only one where we were 
streets ahead of China at least in 
terms of quality and efficiency. China, 
on the other hand, had focused on the 
real sector building infrastructure and 
physical assets. But will we continue 
to hold the high ground here? A com- 
parison of China's financial system to- 
day reveals that there is danger of us 
losing ground here too, as China makes 
further progress in its financial sector 
reforms. 


Stock of financial assets 

If we consider the stock of financial as- 
sets of the two countries, which reflect 
the degree of monetization and the 
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—————————————————————————————cÁeo LLL Financial Sector 


level of intermediated capital avail- 
able in the economy, China's total fi- 
nancial stock is four times that of 
India and constitutes about 4% of the 
world's financial assets. While India's 
financial stock has grown in the de- 
cade up to 2003 at an average rate of 
12% it is well below China's 184% 
growth. China also displays better fi- 
nancial depth as its financial stock (in 
2003) was 272% of GDP compared to 
India's 137%. Therefore, by interme- 
diating at a higher level, China is able 
to support greater economic growth. 
China is thus near the Eurozone's 
level of 310%, but still some distance 
away from the US and Japan's level of 
around 400%. 


Banking sector 

The overall financial structure in In- 
dia is currently rated much better 
than China, as it is more balanced 
with a strong and efficient banking 
system, growing capital market and 
fairly active government debt market. 
Unlike China, which has 72% of its fi- 
nancial stock as bank deposits, In- 
dian banks hold only about 42%. As 
the banking sector in China towers 
above the economy, the fortunes of the 
Chinese financial system depend 
largely on the health of the banking 
sector. The banking sector is in turn 
dominated by four banks, which ac- 
count for about 60% of bank assets. 
Although the banking system had ex- 
tremely high level of NPAs, the deci- 
sion to transfer NPAs to asset man- 
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agement companies and a massive re- 
capitalization program, which first 
started off as a pilot exercise in Bank 
of China and China Construction 
Bank, have spruced up their books. 
Private investors including foreign in- 
vestors such as Bank of America and 
Singapore's Temasek have already in- 
vested in these banks. Industrial and 
Commercial Bank of China's recent 
IPO, which was the world's largest, 
was hugely successful. However, an- 
other large bank, Agriculture Bank of 
China is still expecting capital infu- 
sion from the government. Net NPAs 
in China, which were around 23.2% in 
2002, have come down drastically to 
around 10.1% in 2005. India's NPA 
levels, which in contrast were around 
3.84% in 2005, have further reduced to 
just 1.22% in 2006. 

China is expected to open up its 
banking sector to foreign banks soon 


comparison with the rate of 47.6% in 
China and even that of other developing 
countries like Malaysia (42.6%), South 
Korea (31.9%) and Russia (27.8%). The 
huge fiscal deficit that India has, 
strokes inflation and brings down the 
real rate of return; thus, depressing the 
savings rate further. A developing 
economy needs more investment to fi- 
nance its growth. A higher tax revenue 
for the government could probably be 
one way to enable reduction in the fiscal 
deficit, but the huge informal sector of 
the economy, which is estimated to be 
about a quarter of the Indian economy 
undermines the effort to increase tax 
revenue. The central government's tax 
receipts are only around 10% of the GDP 
against China’s 19%. India’s capital 
market has also not very significantly 
mobilized savings, as retail investors’ 
presence is comparatively low in terms 
of size, though in recent times retail in- 


A comparison of China’s financial system today 
reveals that there is danger of us losing ground 
here too, as China makes further progress in its 


financial sector reforms. 


as per its commitment to WTO. A re- 
cent newspaper report indicates that 
eight foreign banks have already ap- 
plied for retail banking license in 
China. The Chinese banks have al- 
ready prepared themselves for foreign 
banks’ anticipated entry by sprucing 
up their act. The entry of these banks 
and the resultant competition are ex- 
pected to generally lift the banking 
standards and efficiency in China just 
as the advent of new private sector 
banks did the same in India. If 
China’s record at reforms is anything 
to go by, we can expect the Chinese 
banking industry to improve its posi- 
tion soon. 


Savings rate and investment 

Although India’s gross domestic sav- 
ings of 22.5% of GDP compares favor- 
ably with that of developed countries 
like Germany and France, it pales in 


vestors have begun to look at mutual 
funds as a surrogate for accessing the 
capital market. 

One reason for the low financial 
stock in India could be the fact that 
nearly half of the savings of Indian 
households are in physical assets 
such as land, houses, and gold. Indi- 
ans are widely recognized as the larg- 
est consumers of gold in the world and 
the total value of the gold they pos- 
sess is estimated, as of 2004. to be 
around 13,000 tons, worth about Rs. 
7,80,000 cr, which is equal to about 
half of the bank deposits in the coun- 
try then. The amount of gold imported 
by the country was once estimated to 
be twice that of the amount of F oreign 
Direct Investment (FDI) in the coun- 
try. According to the BSE Review 
2004, approximately 600 tons of gold 
worth Rs. 40,000 cr is purchased every 
year by Indians. Thus, a huge amount 
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of the savings is held in unproductive 
investments further choking the re- 
sources available for economic growth. 
Efforts to monetize these gold hold- 
ings through the issue of gold bonds 
were also not very successful. The 
Indian economy has, therefore, been 
less able to finance investment and 
accumulate physical capital such as 
infrastructure, machinery, etc. In 
2002, India’s investment in such 
physical capital was 23% of the GDP, 
compared to China’s 40%, which is 
prcbably why China has scripted 
more success stories in the heavy in- 
dustry and manufacturing sector, 
while India has had success in the less 
capital-intensive business and ser- 
vice outsourcing sector. 


Foreign Direct Investment 

Given our low savings rate, attracting 
FDI and investments from expatri- 
ates is very vital for the economic 
growth of our country. Massive FDI 
has, no doubt, fueled China’s boom. In 
2004, while China received about 
US£60 bn in FDI, India received just 
$5.3 bn. The FDI in China equaled 
3.7% of its GDP, but it is just 0.9% of 
Ind:a's. It is well documented that 
China has succeeded well in attract- 
inz investments from the large num- 
ber of expatriates. Despite a large 
rumber of very successful and wealthy 
NEIs living across the world, India 
has not beer. as effective in attracting 
their investments as China has been 
from its diaspora. 


Capital markets 

However, if we consider the capital mar- 
ket, India is way ahead of China. While 
India has a very long tradition of capital 
market history right from 1875 when 
the Native Share and Stock Brokers As- 
sociation was established (which later 
became the Bombay Stock Exchange), 
China had a stock exchange only in 
1990. India has a fairly well-regulated 
market with Sebi now having eves like a 
hawk over the market. China has only 
one-fourth the number of companies 
that India has on its exchanges and 
about 75% of the listed shares are of 
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state-owned enterprises. While the 
Chinese government had, till recently, a 
role in deciding which companies could 
list, the listing criteria have now been 
made more independent. With the 
China Securities Regulatory Commis- 
sion actively involved in formulating 
policies, the present scenario of oversee- 
ing and regulating the capital markets 
are expected to change for the better. 
Both the countries do not have much of a 
market for corporate-debt securities, as 
China and India have only about 4% 
and 1% of their total financial stock in 
corporate debt respectively, compared 
to 36% in the US and 29% in the 
Eurozone. However, China's corporate- 
debt stock has shown around 18% 
growth annually during the past de- 
cade, while India's growth has been 
minimal. 


Insurance sector 

The insurance sector in China is in a 
similar position to India's with the sec- 
tor being dominated by state-owned 
companies like China Life and the 
People's Insurance Company of China, 
which incidentally has been recently re- 
structured. Following its commitment 
to the World Trade Organization, China 
ceased protection of domestic insurance 
companies in December 2004. China 
like India is a very under-insured mar- 
ket and, therefore, the sector holds 
great promise. 


Pension sector 

The pension sector in India and China 
begs for reforms. As the promise by the 
state to pay pension is like debt, the 
best measure to depict the unsustain- 
able nature of the pension system in 
the two countries is to measure the 
Implicit Pension Debt (IPD)—the 
present value of all future benefits 
promised to current retirees and those 
still in the workforce, in the event the 
pay-as-you-go system ended today. 
The World Bank estimates China's 
IPD to be high at around 50% of GDP. 
An estimate, by Gautam Bharadwaj of 
Invest India Economic Foundation and 
Surendra Dave of Center for Monitor- 
ing Indian Economy, of India's IPD 
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puts it at a slightly higher level of 
55.88% of the GDP. China has tried out 
some experiments which they now plan 
to roll out nationally. The new system 
aims to rectify the previous practice 
where assets allocated to the indi- 
vidual accounts were used to pay cur- 
rent retirees by building a firewall 
around individual accounts. A Na- 
tional Social Security Fund was also 
established in China. As for India, de- 
spite much talk, there has been a little 
action on the ground. 


Conclusion 

It can be seen from the foregoing that 
China is moving far ahead in financial 
sector reforms and that in terms of 
several indicators China has an edge 
over India. Even though overall we 
continue to have a better financial 
system at the moment, once the pro- 
cess of reforms in China accelerates 
they are capable of negating the early 
advantage that India had in the finan- 
cial sector. Considering the usual de- 
termination that China displays in 
most of its efforts, it will not be sur- 
prising if it makes a success of its fi- 
nancial sector reforms. The post-2006 
period, after China has opened its 
banking sector will be a significant 
factor that could tilt the balance in 
favor of China in the financial sector 
as well, unless we too make quick 
progress in the reform process.m 
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Captive Coal Mining in India 





Paradoxes of Policies 





Policies that enable power distribution companies to allocate coal blocks is 
not ideal for they are not always the end-users of coal. 


- Dipesh Kumar Dipu 
Mining Sector consultant with 


PricewaterhouseCoopers, Hyderabad. 





oal mining has been subjected to 

much attention in the last 

couple of years and cuite 
deservingly so. The ambitions o? our 
growing economy hinge on the perfor- 
mance of the coal sector for its raven- 
ous appetite for energy. Hence, the 
amount of debates that coal mining 
policies attract is quite fitting. How- 
ever, the policies or the proposed poli- 


cies may require smoothening of 


edges to give a boost to the sector. 
Some of the concerns over the pclicies 
tnat have been proposed and 
debated are discussed in the follewing 


paragraphs. 
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Current status of captive coal 
mining policy 

As per the guidelines of the Coal Min- 
istry of India, the allocation is made to 
meet the coal requirement of the 
applicant's end-use project. Coal pro- 
duction from captive blocks shall com- 
mence within 36 months (42 months in 
case the area is in forest land) of the 
date of allocation in an Open Cast (OC) 
mine and within 48 months (54 
months in case the area falls under for- 
est land) from the date of allocation in 
an Underground (UG) mine. The end- 
use project schedule and the coal mine 
development schedule should be modi- 


fied accordingly and submitted to Coal 
Minister within three months from the 
allocation letter. The company shall 
buy the geological report from Central 
Mine Planning and Design Institute 
Limited (CMPDIL) within six weeks of 
the date of the letter indicating alloca- 
tion of coal block. Thereafter, the com- 
pany shall submit a bank guarantee 
equal to one year's royalty amount 
based on the mine capacity as as- 
sessed by CMPDIL and the weighted 
average royalty within three months of 
the date of the allocation letter. Subse- 
quently, upon approval of the mining 
plan, the bank guarantee amount will 
be modified based on the final peak/ 
rated capacities of the mine. The com- 
pany shall submit a mining plan for 
approval by the competent authority 
under the Central Government within 
six months from the date of allocation. 
The progress of the mine will be moni- 
tored annually with respect to the ap- 
proved mining plan, which will men- 
tion the zero date. In case of any lag in 
the production of coal, a percentage of 
the bank guarantee amount will be de- 
ducted for the year. This percentage 
will be equal to the percentage of defi- 
cit in production for the year with re- 
spect to the rated/peak capacity of the 
mine. Upon exhaustion of the bank 
guarantee amount, the block shall be 
liable for de-allocation/cancelation of 
mining lease. The allottee shall ensure 
that the bank guarantee remains valid 
till such time the mine reaches its 
rated capacity. 

Permission to open the mine for cap- 
tive purpose is considered only after fi- 
nancial closure for the proposed end-use 
project is achieved. Also, the captive 
user is not permitted to sell, deliver, 
transfer or dispose of coal except for the 
stated captive mining purposes; except 
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with the previous approval of the Cen- 
tral Government. 

Allocation/mining lease of the coal 
block may be canceled, inter alia, on the 
following grounds: (a) Unsatisfactory 
progress of implementation of their 
end-use sponge iron plant/power plant; 
(b) Unsatisfactory progress in the de- 
velopment of coal mining project; (c) 
For breach of any of the conditions of 
allocation. 

The following dispensations are 
permitted for mining of coal from cap- 
tive blocks: Any of the companies en- 
gaged in approved end-uses can itself 
mine coal from a captive coal block; or a 
company engaged in any ofthe approved 
end-uses can mine coal from a captive 
block through an associated coal com- 
pany formed with the sole objective of 
mining coal and supplying the coal on 
exclusive basis from the captive coal 
block to the end-user company, provided 
the end-user company has at least 26% 
equity ownership in the associated coal 
company at all times; or there can be a 
holding company with two subsidiaries, 
i.e., (1) a company engaged in any of the 
approved end-uses and (ii) an associ- 
ated coal company formed with the sole 
objective of mining coal and supplying 
the coal on exclusive basis from the cap- 
tive coal block to the end-user company, 
provided the holding company has at 
least 26% equity ownership in both the 
end-user company and the associated 
coal company. 

Inter-se priority for allocation of a 
block among competing applicants for 
captive blocks may be decided based on 
the following factors: Suitability of coal 
grade in the block, (coal with D Grade 
and above is to be preferred for the non- 
power sector) techno-economic viabil- 
ity/feasibility of the project; status/ 
stage/level of progress and state of pre- 
paredness of the project; track record 
and financial strength of the applicant; 
recommendation of the concerned Ad- 
ministrative Ministry; views of the con- 
cerned State Government, and match- 
ing of requirement of the applicant with 
the minable reserves available. 

_ All factors above being equal, from 
the coal mining development and con- 
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servation point of view, the larger the 
per annum extraction planned, the 
higher shall be the priority. This means 
that the government would give priority 
to higher production-linked payments. 


Competitive bidding 

The policy of competitive bidding for 
coal blocks on the basis of production- 
linked payments to the government has 
been modified to include upfront pay- 
ment as one of the criteria. Other crite- 
ria include the financial and technical 
strengths of the bidders, their business 
plans.and royalty payments. The inclu- 
sion of upfront payment linked to the 
value of reserves may mark a signifi- 
cant departure, fraught with both risks 
and challenges. 

With regard to the process of valua- 
tion, the stakeholders in general and 
the government in particular need to be 
prudent. Value appraisal with regard to 
discounted cash flows may not always 
be appropriate, although the general 
idea is that the value of a company or an 
asset is measured in terms of what cash 
flows it can generate. Asset-based ap- 
proaches should also be considered due 
to the fact that the coal blocks will not 
only have the reserves but also real 
property like land. Finally, the third 
approach of market-based methods of 
comparable companies and compa- 
rable transactions may not be strictly 
applicable for valuation of coal blocks 
for lack of such data. However, a com- 
parison of multiples of global assets 
held by companies like BHP, Anglo 
American and CVRD may indicate 
measure of value. 

There is an absolute lack of stan- 
dards with regard to valuation of busi- 
nesses and mineral properties in India. 
Globally too, the mineral appraisals 
are not yet properly understood. Accord- 
ing to a survey conducted by 
PricewaterhouseCoopers that included 
the chief executives of top 20 mining 
companies in the world, it came out as a 
general consensus that the mining com- 
panies are generally undervalued. The 
reasons for such undervaluation may be 
ascribed to lack of reliable information 
on reserves and their values. Even the 


US GAAP and IFRS do not spell out in 
conclusive terms the processes and 
treatments for valuation, categoriza- 
tion and depletion of reserves. These is- 
sues are likely to manifest in more pre- 
carious forms in bidding process, since 
the companies may not have all rel- 
evant information at the time of bid- 
ding. 

The first and foremost challenge in 
the valuation process is to determine 
the standards of value. These include 
fair market value, investment value 
and intrinsic value. The fair market 
value is defined as the value that any 
willing buyer in the market will offer for 
a business or asset without any compul- 
sion with adequate information. The in- 
vestment value on the other hand is the 
value for a specific investor and takes 
into account the synergy benefits that 
the investor may have if the transaction 
is through. The intrinsic value is an 
ideal case value and is assumed to be 
the true value of the business or asset. 
These definitions may be simple, but 
only the application of these standards 
determines their suitability and useful- 
ness. Selection of unsuitable standards 
may lead to disputes. Here again, the 
question of whether the value of captive 
coal blocks should be determined on in- 
vestment value standards and the 
value for Independent Power Plants be 
determined on fair value standards will 
remain disputable. 

Each of the three approaches to 
valuation —income, market and asset 
approaches—have their applications. 
Income approach is considered appli- 
cable for operating businesses and as- 
sets. The concept behind the income ap- 
proach is that business or asset values 
are the present values of all future cash 
flows. While income approach is widely 
applied in the industry, it is not free of 
flaws. The two generally accepted meth- 
ods in income approach are discounted 
cash flow method and capitalization 
method; the latter is applied for compa- 
nies in steady state with regards to 
growth and expansion. 

The market approach on the other 
hand is applicable for similar mineral 
or coal assets. This approach is simplis 
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Captive Coal Mining in India 


tic but has a degree of subjectivity in- 
volved in selection of comparable assets 
and transactions, applicable multiples 
and reconciliation of values arrived 
from these multiples. In case of Indian 
coal blocks on offer, this approach may 
not have enough data available to 
qualify as an applicable approach. 

The asset approach is applicable 
and appropriate in the case of coal 
blocks. But the availability of data and 
their reliability may render application 
. of this approach problematic. The value 
of associated assets including land is 
also difficult to ascertain. 


Policy proposal of distribution 
firms to score over power 
producers on coal blocks 

The proposal of the Ministry of Power 
to give preference to distribution com- 
panies for allocation of coal blocks is 
fraught with challenges and risks. 

The coal blocks are to be allocated 
to end-users for captive consumption 
from core sectors, which, as on date, 
comprise power, steel and cement sec- 
tors. The power distribution compa- 
nies are not the end-users of coal, un- 
less they are vertically integrated com- 
panies having power generation as a 
part of their business value chain. 
Hence, the new policy will necessitate 
the changes in legislation, particularly 
the Coal Mines Nationalization Act, 
1973. The budgetary proposal of en- 
hancing the definition of “captive” to 
include companies with firm supply or- 
ders from the core sectors will still ex- 
clude the distribution companies 
(discoms) and hence, the amendment 
of the Coal Mines Nationalization Act 
would be indispensable. 

When the coal blocks are allocated 
to end-users, they have two options 
with them: Either to operate the mines 
themselves, or to appoint a contractor 
for mining with operational control 
over mines in accordance with the 
Mines Act, 1952, and Coal Mines 
Regulations, 1957. The third viable 
option could have been sub-letting the 
lease, but the Mines and Minerals (De- 
velopment and Regulation) Act, 1957, 
prevents any such sub-leasing. The 
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discoms will have to develop mining 
capabilities in both the cases. In case 
of contracting, the mining capability 
development will be required, but to a 
lesser extent; still, the prime responsi- 
bility of the operations will lie with 
them. There may be, however, a way 
out by legislating changes in the 
MMDR to allow sub-leasing of the coal 
mines. 

The policy to allocate coal blocks to 
discoms needs to be supported by 
guidelines on which the coal blocks will 
be allocated to them. The continuation 
of production-related payments to the 
government as the decision criteria 
may not serve the purpose, since the 
discoms may not propose any particu- 
lar rate of extraction in the absence of 
power generation capacity (unless they 
are vertically-integrated companies). 
Since the discoms are mostly state- 
specific, there will be challenges of al- 
locating coal blocks to them. Cases of 
states which do not have coal resources 
but have enough scope of hydro or such 
other power generation capacities and 
states which have neither would 
present the challenges of fair distribu- 
tion of coal block allocation. 

If the blocks are distributed uni- 
formly across the board, then, for most 
discoms, the question of mining and 
transporting coal from a distant land 
will occur. The coal block would be 
mined at a location, transported to the 
power generation site and the gener- 
ated power would again be transmit- 
ted to the discoms through transmis- 
sion companies. Unless the open ac- 
cess model of power supplies is imple- 
mented, such geographical dispersion 
of coal mining, power generation and 
discoms may not be feasible. 

The risks are from the perspectives 
of discoms having the required finan- 
cial and technical capabilities to un- 
dertake the task of mining or subleas- 
ing the allotted coal blocks to the 
power generation companies or other- 
wise. Even if that happens, it will not 
be substantially different if the power 
generation companies bid for such allo- 
cations to the Ministry of Coal in place 
of the discoms. In the process of coal 


block allocation, which is currently un- 
derway, out of a total of 257 companies 
whose applications have been through 
the first round of scrutiny by the Minis- 
try of Coal, a meager six of them are 
discoms. This may not indicate that 
the discoms may not be participating 
in the biddings, but it does indicate 
that there may be a larger scope of op- 
erational challenges and capability 
constraints for them to participate. 

Another important concern raised 
by Sterlite Energy Limited, which has 
plans of setting up captive power 
plants, is that the Power Purchase 
Agreements (PPAs) can be for a lower 
period, say 3-10 years; however, the 
coal mine has got a life of at least 20- 
30 years. Hence, once the PPA is signed 
for a shorter period and the coal block 
is allocated to a generator, it will not 
be easy for the discom to select another 
generator till the expiry of the life of 
the mine. So, during the next PPA, the 
discom will have to compensate for the 
generator costs. 


Conclusion 

The coal sector requires substantial in- 
vestments to bridge the gap between 
demand and supply as projected by the 
Integrated Energy Policy of the Plan- 
ning Commission. The needs are impor- 
tant and more importantly, urgent. 
Keeping in view, the delays in the ad- 
ministrative and legislative setups, the 
policies need to be framed and applied 
appropriately. Any scope of disputes 
will delay the process and India will re- 
main on the brink of power failures. The 
formulation of policies needs to be done 
in close association with the Ministry of 
Power, Ministry of Coal, Planning Com- 
mission, Independent Power Producers, 
Captive Power Plants and other stake- 
holders. A collaborative approach alone 
can see the policies taking the right 
shape and help Indian coal mining 
sector reach the projected targets of 
production.s 


The views expressed in the article are author's own and 
do not necessarily reflect the views of the firm. 
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What is in Store? 


If too much of money chases the real estate sector, a threat of crisis, like the East Asian crisis, may arise; wherein, 
the banks with significant amounts of real estate stocks via consumer loans went into liquidation with fall in real 


estate market prices. 


ndian real estate sector, as we all 

know, is booming. The influx of for- 

eign players to set up their busi- 
nesses in India is further raising the 
value of Indian real estate. So, do specu- 
lators and investors m the Indian real 
estate sector have amy reason to worry 
over apprehensions of how a thriving 
business is going to cellapse in the near 
furure? 

Currently, in India, real estate is the 
most remunerative sector as far as in- 
vestments are concerned. Two factors are 
contributing to this boom. The first factor 
is that investors are staking on the con- 
sumption-fueled growth of the Indian 
economy, which is encompassing glamor- 
ous shopping malls, multiplexes, luxury 
hotels and entertainment centers. India 
may soon open the doors of its retail in- 
dustry to foreign players and retail giants 
like Wal-Mart will give a thrust to the 
demand for commercial space. 

The second, and may be more crucial 
factor, is India's emergence as a center of 
giobal outsourcing. Facilitation of restric- 
tions imposed on direct investment in 
property market in February 2006 is 
drawing the attraction of the foreigners. 
Foreign firms can establish their subsid- 
iar:es or go for JVs to develop property, 
provided that they are ready to lock their 
money for three years and that the land 
area should be of at least minimum 
. stipulated size. 

The Indian property market was al- 
ways taken as a disorganized sector with 
@ non-uniform growth. However, in the 
past three years, a big change has been 
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seen in the ground rules that drive 
growth. Property prices are surging, and 
big cities are not the only victims of this 
huge hike. With the tech bocm swamping 
the nation— more housing requirements 
and the growth of economy at a rate of 
more than 8%—the real estate market is 
attracting the attention of private equity 
players and other real estate giants from 
foreign lands to invest in this sector. 
Moreover, existing and new entrants in 
the development business are looking to 
grab viable and beneficial projects. 


Factors leading to growth in real 
estate sector 

The outsourcing boom compelled the ser- 
vice sector to seek more space to cater to 
the growing demands. This, in turn, has 
caused the real estate sector to prosper 
and flourish. The inventories of corpo- 
rate expenditure and pay packets in the 
service sector became heavr, which aided 
other sectors to grow, and led to increas- 
ing housing demands in metros. Later, 
the manufacturing wing also started to 
pick-up the trend and drove the property 
prices further. The housing sector got an 
added fillip and the boom engulfed the 
smaller towns and cities as well. 

In recent years, housirg finance has 
acquired the shape of a big growth area 
for commercial banks. Today, as the dis- 
posable income of middle-class is grow- 
ing, they are not hesitating to take large 
loans to finance their houses and apart- 
ments. New financial schemes like “re- 
verse mortgage” have also been intro- 
duced to tap the full market potential. 


Developers in the real estate don't 
want to confine themselves to potholed 
Delhi, Chennai and Mumbai. They are 
planning to tap that market of India 
where, perhaps, even roads are absent. 
The commercial property space is wit- 
nessing a boom much bigger than in 
housing sector. The ITES, IT, multi- 
plexes, retail, telecom, banking and fi- 
nancial services and FMCG sectors are 
buying and leasing spaces blindly. 

Commercial property sector would 
definitely make fortunes from higher in- 
frastructure expenditure and industrial 
investments in the coming years. Devel- 
opment of infrastructure would call for 
more investments in major cities and 
take the demand for commercial space 
higher. With the expansion of cities, 
more commercial zones would be created 
in suburbs to compensate for the de- 
mand. City centers would also witness 
heavy construction, because the trans- 
port network upgrades with broader 
roads and the extension of metro railway 
systems. Development brings new plans 
and ideas, and the SEZ policy is one of 
them. This policy has shaken the market 
enough and even if only a small part of 
the proposed SEZ is executed, it would 
see a phenomenal addition to the supply 
of commercial and industrial space. 

Apart from the above-mentioned 
categories, there is an elite class of In- 
dian diaspora that is clearly biased to- 
wards infusing their capital in residen- 
tial properties, not in commercial ven- 
tures. This fact could be fortified by the 
factors of emotional attachment and se- 
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curity for the future seught by them. As 
the required paperwork and documenta- 
tien for buying immovable property 
(other than plantation and agricultural 
property) are very simple and the leasing 
income is liberally repatriable outside 
India, the role of NRIs as real estate in- 
vestors has become bigger. The real es- 
tate sector centinues to grow in all the 
major Indian markets. ITES and IT 
firms, which are either establishing 
their bases or trying to expand their op- 
erations, have shown interest in Delhi, 
Viumbai, Chennai, Hyderabad and Ban- 
galore. The reason for this increased in- 
terest is that a lot of activity 1s going on 
ir the suburbs of these cities due tc easy 
availability of land, large floor plates 
construction: offer of built-to-suit facili- 
ties at low rental. Establishment and 
expansion of the ITES/IT firms has led 
to a high demand for rental space. Thus, 
investors have good opportunities to ven- 
cure into this profitable business of prop- 
erty ensuring modern, hi-tech and sophis- 
ticated buildings, which assure good re- 
turns and better prospects of capital 
gains. Merril Lynch predicts that the In- 
dian real estate sector will rise from $12 
in 2005 to $90 bn by 2015. Michael 
Smith, Head, Asian Real Estate Invest- 
ment Banking, Rea! Estate Market in 
Asia, says that India is Asia’s most 
promising real estate market. He 
counted India among the last key Asian 
countries with an improving market. 

Some industry analysts are of the 
view that unlike many other sectors, this 
sector has a bright future. India has 
raised the standard in investment sce- 
nario as far as real estàte is concerned. 
The country has tremendous scope of 
3uilding infrastructure and raising in- 
vestment returns by 50%. The gains on 
commercial space in India have been 
higher than global standards that make 
this country the most sought after in- 
vestment destination in the world for 
fcreign players. Forexample, the king of 
global financial firms, Morgan Stanley, 
has invested $68 mn in Mantri Develop- 
ers, a Bangalore-based mid-sized con- 
struction firm. Also, Merrill Lynch in- 
fused $50 mn in a regional building firm, 
Panchsheel Developers. 
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Challenges and bottlenecks in 
real estate sector 

Despite the announcements of large-bud- 
get ambitious projects, the deployment 
level remained low. Building efficiency 
was lacking and no attention was paid on 
creating housing infrastructure for the de- 
prived. Moreover, the sector was encoun- 
tering big issues like tenancy laws, high 
transaction cost, unclear ownership of 
titles, archaic legislation and high stamp 
duty. FDIs (Foreign Direct Investments) 
in real estate have only a small share in 
the total investment, as there are limita- 
tions like a lock period of minimum three 
years, a minimum of 25 acres of land to be 
developed, and conditional exit. These 
risk factors would probably remain as 
such in the coming years and should be 
considered before investing in real estate. 
However, the Indian real estate sector 
does offer immense investment opportu- 
nities. Well, this is not for opportunistic 
investors, but for core players and those 
who are trying to boost the returns on 
their investments. The Indian real estate 
market lacks transparency. The new 
players are trying hard to mend the trans- 
parency quotient, but it’s still difficult to 
extract consistent and reliable informa- 
tion from the Indian real estate market. 


Indian real estate — Boom or bust? 
So, is there any bubble in the Indian 
real estate sector? It is yet to be seen. 
Every boom, irrespective of the nature 
of the sector, is grounded on a strong 
economic sense of demand and supply 
conditions. As the market will remain 
on a high platform over next few years, 
future prognosis takes physical appear- 
ance and the recuperation is continued 
further. In this stage, the price rise 
would be sudden and it draws several 
speculators who don't have the staying 
capability. This improvement takes the 
shape of a full-blown bubble that 
breaks at some point, bringing down 
even genuine players. 


Measures taken by financial 
institutions and the Indian 
Government 

To avoid the next slump after the hike 
in lease rates and capital prices, the 


RBI has been admonishing banks 
about soaring real estate prices and 
asking them to be frugal while lending 
to the real estate segment for some 
time. Concerned about an asset-price 
bubble, the RBI has augmented the 
risk weightage on real estate lending 
increased by banks. Consequently, the 
mortgage rates have shot up from 7.5% 
to around 9.5%. This is much below the 
15% rate that we Indians were used to; 
but these rates are enough to raise 
questions on the stability of the future 
of the real estate sector. The theory of 
the last year and a half that has 
pushed the land rates up by 30 to 100% 
and made the real estate bull rage till 
as high as 200095, is probably coming 
to an end. 

Indeed, our government is clamping 
down on those who are looking to exploit 
property for huge profits and don't re- 
port the exact value of their property 
assets to save on income tax. À new 
term has been added to the Income Tax 
Act in India to allow the authorities to 
levy a higher rate of tax on anyone found 
declaring the inaccurate value of his 
property, assets and deals. 

While the government of India wor- 
ries about whether the Indian real es- 
tate market will boom and grow im- 
mensely and tries to put a constraint on 
it by restricting the smaller players via 
taxation and legislation crack downs, it 
is actually the bigger, faceless, corpo- 
rate players who will take the cream 
and ultimately play a greater role in 
controlling the destiny of the Indian 
real estate sector. And this isn’t essen- 
tially a good idea. There is a need for a 
regulatory body to monitor the transac- 
tions made in the real estate market 
and to support the small investors to 
invest in the real estate market 
equally. 

Hopefully in future, the Indian Gov- 
ernment will let its property market be 
assessed, affected and enjoyed by inves- 
tors from all strata and it will gain ac- 
cordingly. Till then, all we can do is to 
wait for the development story to begin 
or end!# 
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technology to enhance customer service and beat competition. 
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e rapid transformation during 
the last decade in the Indian 
banking industry has indeed 

made it stronger, cleaner, efficient, dis- 
ciplined, responsive to customer needs 
and a lot more competitive. However, 
what we have witnessed may be only a 
prelude to the greater shape of things to 
come. 

The Indian banking industry may 
now compare itself reasonably well 
with the rest of Asia in some areas like 
growth, profitability and low rate of 
non-performing assets. However, while 
a few banks have gone ahead with inno- 
vation, growth and value creation, most 
others are lagging behind in these ar- 
eas. Cost of intermediation in Indian 
banks is still comparatively high be- 
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cause of factors such as lower customer 
relationship, large provisioning, lower 
net interest margin, depreciation in the 
trading portfolio, inadequate growth in 
fee-based income and increase in both 
interest and operating expenditure. 

Banking sectors that had failed to 
respond to changing market realities 
have historically been a hurdle to the 
development of the financial sector in 
many developing economies. In India, 
while bank lending has been a signifi- 
cant driver of GDP growth, the periodi- 
cal systemic failures that have occurred 
have adversely affected the stability of 
the system. 

The extent of banking penetration 
in India is still lower than the other 
markets. Deposits in India represent 


only 60% of its GDP compared to 142% 
for China. India's savings rate, though 
high, is only half of China's rate. India's 
financial depth, a measure of the 
country's financial stock with its GDP, 
is just 160% compared to 330% of 
China. 

Given the above figures, India can 
still achieve its growth potential 
mainly because the allocation of capital 
is better in India when compared to 
China due to increased participation by 
private sector banks. Our non-perform- 
ing loan levels as percentage of assets 
are only a fraction of China's. However, 
to expedite the process, India needs to 
fix some basic levers and put the bank- 
ing sector on the right track. 


Meeting the challenges 

A successful bank will have to first 
meet and address several challenges 
that the industry currently faces. It will 
have to be nimble enough to respond to 
a market that is seeing growth driven 
primarily by new products and services. 
This includes opportunities in the retail 
front such as credit cards, consumer fi- 
nance, wealth management and private 
banking, and on the wholesale banking 
front, through fee-based income, invest- 
ment banking and advisory services. 
This will call for a completely new set of 
skills both in terms of new knowledge 
as well as ability in marketing; areas 
where traditional banks have a long 
way to go. 

With the booming economy and 
swelling middle-class, the retail bank- 
ing in India has been growing exponen- 
tially over the last five years. The seg- 
ment had grown from $11 bn in 2000 to 
$66 bn in 2005. The trend will continue 
in future, as even foreign banks are re- 
turning to this area with ambitious 
plans. 
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These data bring "Une spurt in 
urban retail lendipg 4 recént times. 
However, this hf not been match 
similar growthidir savings accounts i 
both rural an an areas or growth i 
loan accounts ifl Fural areas. There 
been hardly anyncrease in outreach 
rural areas in thefast five years exefpt 
for some growth in B¥aaiche: loan 
accounts confined to urban areas. Num- 
ber of bank branches in rural areas re- 
mained more or less the same, areund 
47,500, while they rose from 19,808 to 
22,383 in urban areas. The number of 
loan accounts per branch rose from 844 
in 2000 to 1,003 in 2005, while in urban 
areas the number increased from 731 to 
1,335. In rural areas, the number of 
loan accounts went up from 40 million 
to 47 million (3.3%), whereas the urban 
areas showed a stronger growth from 14 
million to 30 million loan accounts or 
growth rate of 16.5%. The growth in the 
number of small borrower accounts in 
rural areas was even lower at 2.5%, 
whereas the growth in the number for 









urban areas was 13.896 between 2000 
and 2005. 


Financial inclusion 

There is huge potential at the botzom of 
the pyramid to steer the large amount 
of cash stashed away by the villagers 
into the banking system. Indians are 
the world's largest consumers of gold. 
This means that around $200 bn sav- 
ings of golc invested by Indians is out- 
side the banking system. A large por- 
zon of it is in rural areas, which is effec- 
tively outside the reach of current bank- 
ing penetration. It calls for some out-of- 
the-box thinking and cost-effective solu- 
tions. Sooner, banks may rediscover the 
rural potential for mobilizing low-cost 
deposits using their technology-inten- 
sive banking channels cost-effectively. 
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The number of mobile users in the 
country has already crossed 100 mil- 
lion; much ahead of its projected figure. 
The number of mobile phones is cur- 
rently 35% more than the number of 
borrowers from the banking system. 
This shows that there is vast potential 
for banks to increase the lending opera- 
tions at existing outlets as also to reach 
unbanked geographies and segments of 
people in the country. In this task, mod- 
ern technology can be very effectively 
used for extending banking services to 
distant and remote villages. Also alter- 
native, cost-effective channels to reach 
the rural customers can be explored 
such as banks partnering with NGOs, 
micro credit agencies, post offices, etc. 


Risk management and Basel Il 

Banking is one of the riskiest of busi- 
nesses. For instance, the capital lever- 
age ratio in the auto indus-ry in India is 
1.1, while the same is 17.6 for the bank- 
ing industry. Effective risk manage- 
ment will be the single mest important 


The successful bank branch of the future must be 
a one-stop shop for all the financial products and 
services needed by customers. 


challenge that banks will nave to face in 
the days ahead. With the introduction 
of Basel II norms, the need will only be 
accentuated. Risk preparedness of 
Indian banks, despite the various mea- 
sures taken by the regulatory authori- 
ties, is still comparatively low. Lack of 
adequate data and technology, lack of 
skilled personnel, requirement of new 
systems and consequent investment, 
lack of awareness of glcbal best prac- 
tices and the tendency in the industry to 
have a short-term focus are some of the 
reasons for the low level of risk pre- 
paredness. 

It is up to the banks to convert the 
challenge of risk management into a 
business opportunity by arriving at an 
optimum risk-return trade-off. Pricing 
ofloan products, which is vital for banks 


to be competitive, will also have to de- 
pend on arriving at the optimum risk- 
return trade-off. In the post-2009 sce- 
nario, when foreign players with huge 
capital resources, cutting-edge technol- 
ogy, international best practices and 
skilled personnel are expected to be a 
strong force in the Indian banking mar- 
ket, domestic banks will have to be pre- 
pared with mature and efficient risk 
management systems if they have to 
successfully compete with the goliaths. 
Robust credit rating frameworks, build- 
ing up of data warehouses for comput- 
ing probability of default, etc., will be 
the sine qua non for an effective risk 
management system. 

In the long-term, Basel II imple- 
mentation can contribute signifi- 
cantly to financial stability. The en- 
couragement of, and the continuing 
improvement in, risk measurement 
and risk management practices in 
banks can lead to a closer alignment 
of regulatory capital with how banks 
calculate and optimally manage their 
economic capital. 


Are we ready for the year 2009? 
Perhaps, the greatest challenge that 
the banking sector will have to face is 
the one that emanates from foreign 
shores. With increased global interest 
in India, the number of foreign players 
eyeing the huge Indian market can only 
grow. Itis a well-known fact that foreign 
banks have been exploring for *good 
buys" in the banking sector for some 
time now. The hitch in their game plan 
has been the regulatory issues which ef- 
fectively debarred them from such ac- 
tivities. 

With the RBI outlining a road map 
on foreign investment in banks through- 
out India, the stage is set for a full- 
fledged presence of foreign players in 
the Indian banking market, post-April 
2009. With the entry of foreign players 
with their huge resources, “size” is 
bound to be of great importance. Large- 
scale consolidation in the banking sec- 
tor will be required to face them on a 
more or less equal footing. Over time, 
traditional barriers between banking, 
insurance and other financial sectors 
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may disappear as it happened in the 
US, resulting in the formation of large 
financial conglomerates. Since 1995, 
the largest bank in the world has grown 
more than threefold in terms of asset 
size, mainly through mergers. Disap- 
pearance of the traditional barriers as 
mentioned earlier would also result in 
regulatory issues, as different seg- 
ments in the financial sector have their 
own regulators. 

An enabling environment is also es- 
sential for banks. Legislative actions or 
regulatory interventions are required, 
as it will have a big role to play in sev- 
eral key factors such as industry struc- 
ture and consolidation, regulatory cov- 
erage, labor reforms, legal mechanisms 
and support, operational freedom, etc. 


Driven by customers 

Perhaps, a still greater challenge will be 
the increased demand for enhanced capa- 
bilities that is demanded of banks by the 
increasingly demanding customers, who 
are now more informed, more aware and 
more aspiring. Shifts in the demegraph- 
ics, change in the age profile of the new 
customers, rapidly increasing household 
income and consequently higher dispos- 
able income, and a preference to avail 
quality services, all demand superior in- 
stitutional capabilities, varied and up- 
dated skill sets, knowledge management 
abilities and excellent service levels. 
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Meeting this, demand will be the key to 
success in the market. 

In order to compete globally, a world- 
class support infrastructure is an essen- 
tial prerequisite for an efficient and ro- 
bust payment system, effective and 
strong asset reconstructicn companies, 
credit bureaus, besides back-office utili- 
ties so as to free the banks and help 
them focus on core activites. While sig- 
nificant steps are being taken in many of 
these areas much more needs to be done. 
Development of payment systems over 
the Internet and even tħe ubiquitous 
mobile phones have great potential for 
the future in extending convenience and 
reducing cost of transactions. 


Rediscovering the benefits of 
branch banking in the age of 
Internet 

With the proliferation of convenient 
channels like Internet banking, ATMs, 
mobile banking, etc., it was predicted 
that the traditional “brick-and-mortar” 
banking would be dying soon. However, 
the trend in advanced countries like the 
US and the UK shows that banks have 
been rediscovering the advantages of 
branch banking and hed significantly 
increased the key distribution channel 
over the last few years. In the US, the 
number of bank branches grew by over 
15% during the decade 1994-2003, in 
spite of all the technolegical advances 
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and entry of non-banking entities and 
virtual banks into banking services. 

A research study shows that 
branches are significant growth engines, 
helping to acquire up to 90% of new cus- 
tomers. Call centers and the Web may 
be fine for routine transactions, but the 
branch needs to be the centerpiece of the 
customer's interaction with the bank, 
because it is the best place to get person- 
alized advice and attention, and to con- 
duct complex banking activities. It is 
also the best channel for cross-selling 
and upselling. The successful bank 
branch of the future must be a one-stop 
shop for all the financial products and 
services needed by customers. 

Generating and disseminating infor- 
mation and knowledge to the employees 
across the bank branches can dramati- 
cally improve their performance espe- 
cially in customer service and decision- 
making. Suitable knowledge manage- 
ment framework with appropriate 
online educational initiatives can con- 
tinuously update and equip the employ- 
ees across the bank —extremely cost-ef- 
fectively too. This should help banks to 
reap rich dividends on the return on rela- 
tionship, by transforming their branch 
teller to a financial advisor and a trust- 
worthy friend, philosopher and guide to 
the customers.= 
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Collaborative projects between the public and private sectors in India have 
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been major drivers of e-Governance projects in the country. But, why are 
most of these alliances Information and Communications Technology (ICT)- 


centric? 


nlike earlier, the private and 

public sectors do not work at 

cross-purposes any more. For 
the past half a dozen years, therefore, we 
have been witnessing the proliferation of 
collaborative public-private sector 
projects and enterprises both in India 
and abroad. Evidently, both government 
and private sector players have realized 
that it makes eminent business sense to 
collaborate, so that each can bring its 
complementary skills and resources to 
the table, and implement projects that 
have the potential to become a win-win 
situation for all. 

In fact, with governments the world 
over becoming more and more citizen- 
friendly, this is increasingly becoming 
imperative in the case of typically mas- 
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sive, multi-disciplinary e-Governance 
projects that require high levels of all- 
round professional skills, expertise and 
technology spend. With the 
government's attitude having become 
far less bureaucratic, private sector 
players, mainly in the IT sector, are vy- 
ing for a piece of the action in many pub- 
lic sector activities that are large, bring 
in the volumes, and therefore, rake in 
sizeable profits in these projects better 
known as Public-Private Participation 
(PPP) projects. It seems to be ex-US 
President Bill Clinton's vision about 
India coming true. One remembers his 
observations—splashed across the me- 
dia those days, made during one of his 
visits to India, during his tenure as 
President — when he had said that there 


was no better way for India, which was 
making rapid strides in the field of Infor- 
mation and Communications Technol- 
ogy (ICT), to utilize it for the betterment 
of the common man. And this, India 
could do best by harnessing it for citizen 
service in e-Governance projects. 


Harnessing ICT for citizen's 
welfare 

A fact that stands out is that most of 
these collaborations are ICT-centric. 
One reason is that if there has been any 
single most potent enabler of e-Gover- 
nance PPP projects either in India or 
abroad, it has been the ICT sector, in 
which India is a forerunner. In fact, ICT 
is such a potent driver of e-Governance 
projects, that a note of caution doing the 
rounds in these circles is that those in- 
volved in e-Governance projects should 
remember that e-Governance is less of 
*e" (ICT) and more of governance. Glo- 
bal studies have established that many 
developing countries— with IT forerun- 
ner India figuring prominently among 
them —have been able to harness ICT 
and ingeniously provide a wider variety 
of services to citizens than most devel- 
oped nations have yet been able to do. In 
this case, at least, India has not taken a 
leaf out of their books. 


Role playing 

So, what role have these alliances played 
in implementing and carrying on with 
the day-to-day operations of such 
projects? One is that, as said earlier, 
such alliances have resulted in bringing 
two very different and complementary 
skill sets and advantages to the table. 
The government/public sector outfit has 
a definite competitive advantage in the 
clout it wields in having these projects 
sanctioned and getting them off the 
ground, and mobilizing funds [some- 
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times through massive government bor- 
rewing programs, sometimes through 
higher taxes and at other times through 
conditional grants from international 
multilateral financial institutions like 
the World Bank or the International 
Monetary Fund (IMF). But borrowing 
programs and higher taxes have very 
negative fallouts in terms of fiscal deficits 
and loss of electorate confidence. That is 
where the private sector comes in. 

On its part, the private sector scores 
in terms of professional management 
and advanced technological skills, a 
proper commercial orientation and the 
capacity to provide deliverables such as 
the software and network-based distrib- 
systems that are the backbone of 
all e-Governance projects. Private sector 
players also plough in capital at differ- 
ent stages depending on whether the 
ownership and financing model being fol- 
lowed is Build-Operate-Transfer (BOT), 
Build-Own-Operate-Transfer (BOOT) or 
ary other. This brings down the financial 
commitments of the government con- 
cerned—which means less fiscal defi- 
cit—creating borrowing programs that 
carry high rates of interest and have to 
be repaid on schedule, failing which the 
country’s sovereign rating goes down. It 
also means less conditional grants from 
IMF or the World Bank. 

In fact, the stolid public sector's 
technophobia and reliance on manual 
operations are fast giving way to quick 
and total automation. According to glo- 
bal IT research and consultancy 
Gartners estimates, the Government of 
India has emerged as the fourth largest 
IT spender in the country, next only to 
banking and finance. telecom and some 
segments of the manufacturing sector. 

Being IT-enabled is just one part of 
it; the other part is the insistence of 
multilaterals that greater transpar- 
ency—that can only come from auto- 
mated and not manual systems—be in- 
troduced about how their loans and 
grants were being used. The 
government's experience with the PPP 
projects has not been bad at all. After all, 
well-conceived and well-run projects like 
Scaukaryam and eSeva in Andhra 
Pradesh have not only become partly or 
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wholly self-sustaining and can fund 
themselves, they are actualiy contribut- 
ing to the State government's exchequer. 


Tying up 

If we take a closer look at the ongoing 
projects as well as those that are in the 
pilot stage, we find IT frontrunners such 
as Microsoft, Sun Microsystems, IBM, 
TCS, HCL Infosystems and Adobe, to 
name a few, playing the role of major 
collaborators in these projects. 

Microsoft is working with 14 state 
governments across the country. Rohit 
Kumar, Country Head, Public Sector, 
Microsoft, has gone on record as saying 
that Microsoft's e-Governance vision is 
to enable governments to lead the in- 
formation society by leveraging infor- 
mation technology for delivering effec- 
tive citizen-centric services and usher- 
ing in a more participative and trans- 
parent form of governance. The public- 
private partnership is very important 
in the successful implementation of 
e-Governance projects, he adds. 

S Angaiah, Business Development 
Manager, India and Saarc, Adobe Sys- 
tems, points out the role of the private 
sector in the pilot project appraisal 
stage: “Adobe has a unique advantage 
in the PPP model. More often than not, 
Adobe directly handles the pilot 
projects. After this, it is the govern- 
ment that floats the tender seeking 
other vendors to bid, operate, transfer 
or own. Adobe's unique value proposi- 
tion becomes very visible after the 
projects are undertaken". 

On his part, Jaijit Bhattacharya, 
Country Director, Government Strat- 
egy, Sun Microsystems, states that one 
of the highly prestigious projects Sun is 
engaged in is e-COPS, in collaboration 
with the AP state government. e-COPS 
is part of the VISION-2020 program. 
This project deals with the computer- 
ization of police investigation and en- 
ables the police in AP with real-time 
information and data. Apart from 
working in close collaboration with the 
Haryana government for an office pro- 
ductivity suite, Star Office 7, SUNKalp 
is another project in which SUN is pro- 
viding direct support infrastructure. 


HCL Infosystems, as a single window 
provider, is also providing such support 
infrastructure for more than 250 
projects. 

IBM is active too, and is working 
closely with the governments of Kerala, 
Tamil Nadu, Karnataka, Andhra 
Pradesh, Maharashtra, Gujarat, West 
Bengal, Pondicherry, Goa and 
Haryana. IBM has also set up the 
“IBM e-Government Center" in 
Gurgaon, close to New Delhi, where it 
offers technology support to govern- 
ments and service providers not only to 
design but also to develop and test e- 
Government applications. 

But it is not just in terms of busi- 
ness solutions—the tie-ups are in 
terms of research, as well. For ex- 
ample, Gartner India Research and 
Advisory Services has been offering re- 
search content and consultancy ser- 
vices to the Andhra Pradesh govern- 
ment, a frontrunner in e-Governance 
projects for almost 5 years now, and 
has also tied up with the governments 
of Madhya Pradesh and Kerala. 

So, what will be the precise role of 
each of these two sectors? 
R Chandrashekhar, Joint Secretary, 
Department of Information, the Gov- 
ernment of India, outlines the respec- 
tive roles: “We welcome private partici- 
pation in fulfilling the e-Governance 
initiatives of the Government of India. 
But this participation can happen only 
at the front-end level since the govern- 
ment is handling all the back-end 
work. For example, in the case of ICT 
kiosks, any private party can do the 
setting up of the kiosk; but to run that 
kiosk, the government will provide all 
the support.” While this is true, there 
is very little doubt that the government 
needs to give a fillip to its back-end ac- 
tivities; rating and evaluation of 
projects prove that misplaced priori- 
ties have sometimes led to a situation 
where setting up of kiosks are actually 
accorded higher priority than setting 
up of strong back-end systems. Also, 
while the government does need to play 
a key role in providing basic socioeco- 
nomic infrastructure on which the next- 
level structure of IT hardware, soft- 
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ware and applications can be set up 
and operated, the real know-how is 
with the private sector. In fact, the pri- 
vate ICT sector in India has a major 
competitive edge, based on the global 
experience it has gained by working 
hands-on on many similar projects. 

Another high potential partnership 
model is the alliance between the zov- 
ernment and Non-Governmenta! Orga- 
nizations (NGOs), which brings to the 
teble the advantages of equity contri- 
buzion, the experience of working with 
the rural populace and the required 
. grassroots organizational structure 
that can devise ingerious ways of ap- 
piving ICT fruitfully to these projects. 
They also attract substantial grants 
frcm multilateral credit institutions 
like the IMF, the World Bank, etc. Such 
partnerships are particularly useful 
for the smaller projects. A well-known 
example of an NGO-government col- 
laboration is the Ras: Maiyam project 
in Kanchipuram, Tamil Nadu where 
FOOD, an NGO in Tamil Nadu, has 
built an effective model. However, in- 
stances of this are still rare, and most 
of the PPPs are with the ICT majors. 

The noteworthy PPP projects with 
hich ratings that would possibly be se- 
lected for replication in other states 
are: Bhoomi (land registration) in 
Karnataka, which is regarded as one 
of the most consistently successful 
projects of this sort in the country, 
Community Information Certers 
(CIC) in the North Eastern states, 
CDFD Medical Bioinformatics Center 
(Hyderabad), the Kalyan Damodar 
Valley Project, AP Online and others. 
The Common State Centers, which 
are mainly involved in the activities of 
e-Procurement of agricultural goods, 
distribution and/or sales, are typical 
multi-ministry and multi-depart- 
ment projects that involve an enor- 
mous amount of coordination and net- 
worked operations that only ICT can 
enable. Such projects therefore, al- 
most always adopt the PPP model. 
This model will soon be replicated for 
oniine tenders, which would introduce 
the much-needed transparency into 
the system. 
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Towards the ultimate aim 


Share Portal, in collaboration with 


. Microsoft, shows greater citzen centric- 


ity than many other projects. It not only 
aims at offering greater transparency to 
citizens in day-to-day public affairs, but 
offers the facility of communication 
through the local language so that it can 
be optimally effective. According to 
Microsoft executives, there is great de- 
mand from many state governments to 
develop solutions for facilizating effec- 
tive interaction between governments 
and the publie. These are very crucial 
indicators that governments are willing 
to induct enough transparency into 
their day-to-day operations and afford 
citizens a hard look, and eventually 
even a say in the governance of the coun- 
try and the states. That is the ultimate 
objective of all e-Governance projects 
the world over—e-bill and tax payment, 
registration, ete., are all a rung lower 
and should actually be termed as e-Gov- 
ernment and not e-Governance, which is 
a misnomer. 

IT majors are now focusing on 
kiosks, particularly in the rural areas. 
The need for local language solutions 
and the high rate of illiteracy there 
make it imperative that rural ICT 
kiosks have a rich and variegated in- 
terface in terms of easy intelligibility 
to users through features such as 
multi-lingual selutions. Adobe Sys- 
tems’ Flash and Adobe Readers are 
freely downloadable making these 
kiosks highly interactive and a source 
of information and service to the com- 
mon citizen. Microsoft has taken up 
this cue very seriously and has set up 
almost 1,800 kiosks over the past two 
years. The other high priority area is 
the National e-Governance Plan 
(NeGP) formulated in 2003. Cisco Sys- 
tems India is setting up CSCs in 100 
villages in India and establishing net- 
working academies to overcome the 
shortage of networking professionals 
in India to cater to NeGP needs. And, 
Cisco is not the only one. 


Unity amidst diversity 
How has this union of totally disparate 
cultures really worked? Most private 





players do concede that there is a sea 
change in the attitude of both the central 
and state governments and they are 
committed; therefore, the going has been 
positive, for the most part. Spokesper- 
sons from IBM, which is in collaboration 
both with the central and state govern- 
ments for a wide gamut of citizen-ori- 
ented solutions and applications, and 
business process reengineered applica- 
tions, say that the business focus of both 
are identical, as a result of which all so- 
lutions are based on government needs 
and interoperable. 

But there is a downside to the PPP 
model too. The absence of banking and 
other infrastructural facilities has left 
IT companies hamstrung, especially 
when they are working in rural areas, 
which is a necessity in many e-Gover- 
nance projects. Legislation about stan- 
dards compliance is also in its nascent 
stages. The problem is particularly 
complex since multiple government 
bodies and departments are required 
to give their inputs for designing stan- 
dards. Another aspect that is worrying 
the government is the allegation about 
projects sometimes being IT vendor- 
driven, where unscrupulous IT vendors 
either foist unsuitable products on un- 
informed officials or enter into a nexus 
with some equally unscrupulous offi- 
cials for the purpose. Also, massive lev- 
els of product development and service 
customization are required, since the 
needs of each project are unique. But 
private sector IT companies are in- 
trepid; in fact, they see every project as 
a learning experience, every effective 
application of IT as a motivator for 
progress. There is no doubt that the al- 
liances are coming to grips with these 
problems one by one. One major chal- 
lenge that has been tackled well is de- 
veloping regional language software on 
a large scale through thet use of Unicode 
and multilingual software. And there 
is optimism that many more obstacles 
will be overcome. After all, the stakes 
are too high to ignore. @ | 

 - Jayshree Bose 
Faculty Member, 
Icfai Books, The icfai University, Hyderabad. 
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B INDUSTRY 


India's Biogenerics 


Catching Up to Do 





Despite patents on a host of biotech drugs having expired in the last five 
years, biogeneric manufacturers have failed to capitalize on that 
opportunity. 


tents on a host of drugs in the 

biotech industry have expired 

since 2001, which include bil- 

lions of dollars worth of drugs from glo- 
bal majors like Eli Lilly, Procrit, and 
Epogen. Yet, the makers of biogenerics 
(equivalent to generics in the case of 
pharmaceuticals) have not been able to 
leverage on that opportunity. The pri- 
mary reason cited for this is the fact 
that manufacturing biogenerics is not 
as simple as that of generics where the 
chemical structure for the generic drugs 
should be similar to that of the original 
pharmaceutical drugs. Biogenerics or 
biologics are complex cell structures, 
which make it quite difficult to create 
their bioequivalence products. Any 
slight change in the proportions during 
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production of biogenerics could cause a 
major impact on the efficacy and safety 
of the end-product unlike in the generic 
manufacturing process, which deals 
with traditional chemical-based drugs 
where development of generic version of 
the off-patent is a lot easier and 
cheaper. Furthermore, creating generics 
does not need much investment or re- 
quire any clinical tests. 

Keeping in view, the complex nature 
of biogenerics, 100% bioequivalence 
(showing the similarity to that of the 
original drug) verification is not pos- 
sible because of its complex cell struc- 
ture. This, in turn, has meant that the 
regulators are not able to provide the 
proper guidelines for biogenerics. For 
instance, the US Food and Drug Admin- 


istration (FDA) considers biogenerics 
as difficult to produce unlike the tradi- 
tional pharmaceutical drugs. Hence, 
due to the lack of proper regulatory 
guidelines, most of the manufacturers 
hesitate to go for the development of 
biogenerics. For instance, Sandoz’s 
growth hormone “Omnitrope” has 
failed to be approved both in the US and 
the EU due to the lack of appropriate 
regulations. 

Moreover, while the US and the EU 
lack fully appropriate regulatory frame- 
works for biogenerics, the other parts of 
the globe such as South Korea, China, 
India and Latin America follow consid- 
erably different regulations. However, 
the generic manufacturers are eagerly 
waiting for appropriate pathways to ex- 
plore the untapped market. Currently, 
there are only a few players like 
Shantha Biotech, LG Life Sciences, 
Pliva and Teva who possess a wide 
product portfolio. 


The journey so far... 

Since 1982, biological drugs were avail- 
able in the market with the launch of 
Eli Lillys Humulin, a recombinant hu- 
man insulin product, which saw its de- 
mand flourishing in Western Europe 
and North America. By 2004, over 100 
biological drugs got approval from the 
US FDA where the branded biotech 
drugs accounted 10 to 15% of the total 
pharmaceutical market and are now 
expected to grow from 6% in 1999 to 
14% by 2009, resulting in more off- 
patent drugs. During this period, with 
the increasing new drugs, some of the 
early biotech drugs are expected to lose 
patents over the next few years. Al- 
though it is estimated that the $26.2 bn 
valued biotech drugs are going to lose 
patents over the period from 2005 to 
2010, the world biological market is ex- 
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The entry barriers for biogenerics are very high, not only from a capital intensity 
point of view, but also in terms of meeting stringent USFDA and EMEA standards. 


Now that the patents for some 

drugs are going to expire in the next few years, 
the generic manufacturers are rushing in to cap- 
ture the biogenerics market. Do you think, with the 
high entry barriers (patent expertise, manufactur- 
ing cost, complexity of the product regime), the 
market penetration for biogenerics would be the 
same as that for generic products? 

K V Subramaniam: The entry barriers 
for biogenerics are very high, not only 
from a capital intensity point of view, but 
also in terms of meeting stringent 





CR Chenthir K: Certainly, the follow-on 
biologics (Biogenerics) segment of 
biopharmaceutical industry has to worry 
about the patent infringement as per 
TRIPS agreement, but that is not the end 
of the road. I think the following business 
models will help the biogenerics segment 
to gain market share. 

i. Improving and making innovations in 
the manufacturing processes, instead of 
merely copying the existing drugs; this 


USFDA and EMEA standards, in case C R Chenthir K may lead to new inventions. 

the entrant is targeting developed coun- CEO, ii. Utilize the opportunity given by WTO 
try markets. These standards pertain to Plutus Group of Companies agreement to override global patents in 
product comparability with innovators' (A marketing facilitating group) order to export drugs to poor countries 


products, which in the case of biogenerics, 
is harder to achieve as compared to conventional 
pharma generics. 

Another factor one would have to consider is the need to 
do clinical trials in Europe/US, which would consume 
quite a lot of capital. Considering all these, in all prob- 
ability, the market penetration for biogenerics would be 
relatively lower, as compared to conventional pharma 
generics and there would be fewer players. 


With the new challenges representing the entry barriers for 
biogenerics, what kind of business models do you foresee for 
manufacturing biogenerics? 





without a manufacturing base. 

K V Subramaniam: | envisage success- 
ful biogenerics players to be ones with an integrated 
play from development to manufacturing, and in some 
cases, with sales and distribution. 

Given the capital intensity, these players are likely to 
be part of a larger organization or with requisite finan- 
cial and corporate development support. 


What kind of obstacles would generic manufacturers’ face from 
b:opharmaceutical companies? 

C R Chenthir K: The biopharmaceutical majors are 
temporarily blocking the road for biogeneric manufac- 


pected to grow nearly 70% annually be- 
tween 2007 and 2011, generating rev- 
enues of over $16 bn by 2011. The major 
drugs that have lost patents are— 
Humalin, Intron A, Procrit, Epogen, and 
Neupogen. And it is going to be a money- 
spinning opportunity for the biogeneric 
players as the market for biogenerics is 
expected to rise to $8 bn or $9 bn over 
the next four years. 

To facilitate the introduction of 
biosimilar drugs in Europe, the EU pro- 
posed appropriate clinical approval 
guidelines for biogenerics in December 
2003. During mid-2003, Sandoz 
(Novartis) filed for approval of its hu- 
man Growth Hormone (hGH) 
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“Omnitrop” drug and received a green 
signal by European Agency for the 
Evaluation of Medicinal Products 
(EMEA) Committee for Proprietary 
Medicinal Products (CPMP). However, 
the European Commission (EC) re- 
jected the proposal after citing some ir- 
regularities; this shows EU’s uncer- 
tainty over regulatory pathways. Cur- 
rently, EMEA’s Committee has newly 
drafted guidelines for drugs—erythro- 
poietin, G-CSF, and insulin—but is yet 
to finalize the additional guidelines 
that are to be laid down this year. 
While there is a significant growth 
potential, the generic manufacturers 
have to deal with challenges such as 


unclear regulatory environment, high 
cost issues related to the technical and 
clinical development. Despite the com- 
plexities involved for obtaining the ap- 
proval for biogeneric drugs, many com- 
panies have emerged as major players 
in the biogenerics market in recent 
years. Most of the companies have gone 
in for consolidation in the form of merg- 
ers and acquisitions to sustain their 
growth. 


Hitting the barriers 

Not only the regulators but also the 
original innovators are all set to fight to 
protect their originality. Since a 
biosimilar drug can never have be an 
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India's Biogenerics 
T ————————————————————————cll  . .. India's Biogenerics 


turers by taking advantage of the lack of a clear regula- 
tory framework and are posing difficulties for the manu- 
facturers in obtaining vectors and expression systems, 
production and purification processes which are re- 
quited for exactly copy the inventions. But this ap- 
proach of biopharmaceutical majors will lead to a situ- 
ation, where the generic manufacturers will focus their 
attention on: 

i. Building a self-sufficient technical ca- 
pability to operate as per western GMP 
standards. 

ii. Reformulating existing products and 
improving delivery systems. 

iii. Establishing strategic partnerships 
to focus on developing countries, Europe 
and the US. 

K V Subramaniam: Innovative 
biopharmaceutical companies would con- 
tinually aim at developing better formu- 
lations or delivery characteristics. There- 
fore, the hurdles for biogenerics would es- 
sentially be from an innovation stand- 
point. 

Indian regulatory mechanism for biogenerics is 
less stringent than other nations. Do you think this would attract 
foreign companies to approach India? 

C R Chenthir K: The potential for biogenerics is defi- 
nitely significant and the march towards India is evi- 
dent from the number of applications for Import, Manu- 
facturing, Marketing, and Clinical evaluation filed so 
far on this sector. I personally feel that foreign compa- 
nies approach India not because of less stringent regu- 
latory mechanism prevalent here (in the US, the regula- 
tory mechanism is still not very clear). Rather they will 


process chemistry. 





K V Subramaniam 


President, 


Reliance Life Sciences 





approach India simply because of the existing opportu- 
nities in the areas of: 

i. Vast market potential. 

ii. WTO special privilege for India to override global pat- 
ents in order to export to poor countries. 

iii. Expertise and capabilities developed in the field of 


K V Subramaniam: I am not sure that 
foreign companies would approach India 
purely because the regulatory mecha- 
nism is less stringent. On the contrary, 
the market is much larger in the devel- 
oped countries. 


Do you think India will become a global hub for 
biogenerics against the backdrop of a highly 
competitive downstream processing skills and a 
low manufacturing cost? 

C R Chenthir K: The ability of India to 
develop comparable biologics through 
different processes, low manufacturing 
cost and shift of focus of Indian pharma 
majors will help India to emerge as a glo- 
bal hub for biogenerics. 

K V Subramaniam: India has the opportunity to be a 
global hub of biogenerics, as long as companies develop 
world-class human resource competencies, manufac- 
turing facilities compliant with US FDA and EMEA 
standards and the mindset of instituting global qual- 
ity management systems and processes. Needless to 
say, such an aspiration would also entail significant 
amount of capital with longer gestation and much 
higher risk profiles, as compared to conventional 
pharma generics. 


exact copy ofthe original drug, the inno- 
vators have appealed to the regulators 
to lay very stringent standards focusing 
on the clinical trials for such products. 
"The biopharmaceutical majors are 
temporarily blocking the road for 
biogeneric manufacturers by taking ad- 
vantage of the lack of a clear regulatory 
framework and are posing difficulties 
for the manufacturers in obtaining vec- 
tors and expression systems, produc- 
tion and purification processes, which 
are required to exactly copy the inven- 
tions," avers C R Chenthir, CEO, Plutus 
Group of companies. Apart from these 
obstacles, the branded companies seem 
to be switching over to second-genera- 
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tion products for gaining additional 
patents over the advanced methods. 
K V Subramaniam, President of Reli- 
ance Life Sciences, opines, “The hurdles 
for biogenerics would essentially be 
from an innovation standpoint". While 
the innovators' moves are against 
biogeneric manufacturers, analyst re- 
veals that vaccine industry mostly de- 
pends upon biogenerics for its suste- 
nance. There are 14 recombinant thera- 
peutics (kind of biogeneric products) 
which have gained approval in India. Of 
these, 7 which are generic versions of 
branded biopharmaceuticals, are origi- 
nally manufactured in India. Till re- 
cently, this segment was dominated by 


MNCs and the products were being im- 
ported rather than produced originally. 
Nevertheless, in the recent years, do- 
mestic players such as Biocon, Bharat 
Biotech, DRL, Shantha Biotech and 
Wockhardt are showing their rising 
dominance. In addition, the generic 
manufacturers are eagerly waiting for 
clear regulatory guidelines for grabbing 
the money-spinning opportunity by 
launching their second version of prod- 
ucts. Consequently, the regulatory 
agencies all over the global are ponder- 
ing on how best the standard can be es- 
tablished for biogenerics to be 
bioequivalent. Looking forward for ap- 
propriate guidelines by the regulars, 
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Kiran Mazumdar Shaw, Chairman and 
Managing Director, Biocon, reckons, 
"The initial guidelines are expected to 
be both strict and challenging anc only 
a few companies globally may be able to 
cross all hurdles. But over a 5-year time 
line, more and more companies will be 
able to do so. At this stage. very few In- 
dian biotech companies will be able to 
comply with FDA's expected guidelines 
as there is need to shift the mindset 
from small molecules to biologicals" to 
DNAIndia. However. cautioning the do- 
mestic players, "One advantage that 
Indian companies have is that Indian 
regulation required clinical trials to be 
conducting for biogenerics for approval. 
I? these trials have been well designed 
and the clinical data well ana yzed, 
tnen this could be of immense vaiue. If 
rot, such trials would have to »e re- 
peated which would introduce delays," 
cirects Shaw. 


Outlook 

Not to be left behind, India too wishes 
to tap the biogenerics segment in the 
coming years. India’s low-cost (almost 
50% less than the west) of production 
and high processing skills give it an 
edge over others. The government has 
approved manufacturing licenses for 
about 25 drugs; while a few of them— 
hepatitis B, Interfereon alpha, EPO, 
Filgrastim—have been launched, 
many others are in the pipeline. The 
Indian biogenerics industry fol.ows a 
zhree-tier system for getting approval 
for the recombinant products. The filed 





Patent Expires 





Eight major drugs are set to lose US patent protection by 2007 


Brand Name Compound Indication Marketer Date US Patent 
Due to Expire 
Zocor Simvastatin Hyperlipidemia Merck & Co. 2006 
Norvasc Amlodipine Hypertension, angina Pfizer 2006 
Zoloft Sertraline Depression Pfizer 2006 
Pravachol Pravastatin Hyperlipidemia Bristol-Myera Squibb 2006 
Zithromax Azithromycin ^ Bacterial infections Pfizer 2005 
Amblan Zolpidam Insomnia Sanofi-Aventis 2006 
Zyrtec Cetirizine Allergic rhinitis Pfizer 2007 
Zofran Ondansetron Chemotherapy-induced GlaxoSmithKline 2005 
nausea 
*All figures are in US dollars. 
Sources: IMS Health, company press releases 


drug has to go through regulatory bod- 
ies— Institutional BioSafety Commit- 
tee (IBSC), Review Committee on Ge- 
netic Manipulation (RCGM) and Ge- 
netic Engineering Appreval Commit- 
tee (GEAC)—for obtaining their ap- 
proval. The major players in the Indian 
biogeneric market are Shantha 
Biotech, Bharat Biotech International 
Ltd., Wockhardt, and Dr. Reddy’s 
Laboratory. At present, Indian 
biogenerics industry exports its drugs 
to South America and Asia. 

The biogenerics industry in India 
has prospered, probably due to the fact 
that the regulatory autaorities in In- 
dia are less stringent compared to 
those in the US and the EU. As a re- 
sult, with the lesser vigilance for 
biogenerics in India, the competitive 
traits for the Indian companies are 


Biogenencs in India: Ongoing Projects 
Product Developer/Manufacturer Stage 
insulin Bharat, Shantha, Wockhardt, Biocon In development, marketed 
Erythropoietin Shantha, Wockhardt, Biocon In developraent, marketed 
HGH Shantha, Biocon In development 
tPA Biocon, Shantha, Bharat Marketed 
Recombinant hepatitis B Vaccine Wockhardt, Shantha Marketed 
Alpha interferon Shartha Marketed 
G-CSF Shantha. Dr Reddy's In development, marketed 
Various monoclonal antibodies  Shantha Biotech In development 
Various recombinant vaccines Bharat, Shantha, Wockhardt, In development, Marketed 
Panecea, Serum Institute 
Source: Business Insights Lic. 
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worse compared to the other players in 
the global market; hence, the 
biogenerics market is much advanced 
in the developed nations. However, 
to correct that perception, Indian com- 
panies have entered the global mar- 
kets by pursuing partnerships with 
several European countries. Further, 
although the vision of attracting the 
global players to invest in the 
Indian biotech industry is frail, it is 
not impossible. K V Subramaniam, 
President, RLS, sounding optimistic 
reckons, “India has the opportunity to 
be a global hub of biogenerics, as long 
as companies develop world-class hu- 
man resource competencies, manufac- 
turing facilities compliant with US 
FDA and EMEA standards". "The op- 
portunity for Indian biotech compa- 
nies is large and what we need to do is 
to ensure that we build the required 
capabilities to meet the requirements 
of the US FDA's proposed guidelines 
for biogenerics which will not be as 
simple as those for small molecules", 
echoes Shaw vision as quoted in DNA 
Money. 

Surely, there is an urgent need for 
universally applicable regulations for 
biogenerics. The regulatory agencies 
must realize the potential for the 
emerging opportunity in the biotech in- 
dustry and must capitalize on it.= 

- Amit Singh Sisodiya and Kavitha Putta 
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B BUSINESS ENVIRONMENT 


MRO Industry 


Gaining Momentum 





The recent robust growth of the Indian aviation sector is fueling the 
emergence of its own maintenance, repair and overhaul industry. 





logans of low-cost private opera- 

tors like SpiceJet Airlines “Fly 

ing for everyone” and GoAir's 
*Fly smart" are aimed at an estimated 
3 million strong population that adds 
to India’s middle-class every year. A 
few growth drivers like booming 
economy, second largest population, 
competition between the existing and 
recently launched airlines, open-skies 
policy pursued by the government, air- 
port privatization and a move towards 
regulatory envirenment have made 
India a preferred destination for in- 
vestment plans of global aerospace 
players. With the surfacing o° a new 
class of flying focused on low-cost pri- 
vate carriers, who are in quest of Main- 
tenance, Repair and Overhaul (MRO) 
cost savings, opportunities are being 
crafted for independent MRO provid- 
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ers, joint ventures and aftermarket- 
minded OEMs. 

At present, only Indian Airlines, Air 
India and HAL have in-house mainte- 
nance facility, but at t-mes they also 
have to outsource maintenance facility 
abroad. Despite the fact that captive 
MRO operations of existing airlines 
provide the basic infrastructure and ex- 
pertise for the development of the MRO 
industry, there is a grewing need for 
third-party maintenance and overhaul 
to support the requirements of the do- 
mestic players. Now, the time has come 
for India to look beyond this and seek 
opportunities to develop its nascent 
MRO segment. 


The three majors 
According to a consulting firm Aero 
Strategy, the worldwide market for 


MRO is pegged at $38.8 bn, which is fur- 
ther projected to grow to $55 bn by 2015 
and the engine overhaul will be the fast- 
est growing segment. North America 
and Europe currently dominate this 
field. But it is estimated that the Asia- 
Pacific MRO market will experience a 
tremendous growth in the coming years 
due to LFC growth, growth of 
outsourced broad component support, 
global restructuring of airframe main- 
tenance and migration of PTF capacity. 
Most of the attention focused in Asia is 
from India and China. According to 
Boeing's current market outlook report, 
Indian MRO market is worth about 
$405 mn, which is expected to touch 
$1.06 bn by 2014. On the other hand, 
the Chinese market is more mature 
and its annual commercial MRO de- 
mand is estimated to be $1.3 bn. 
Generally, the MRO industry in- 
volves five main components, namely 
line maintenance, airframe mainte- 
nance, component overhaul, engine 
overhaul and conversions/modifica- 
tions. Line maintenance includes entry- 
level transit checks, night halts and 
weekly checks. Base maintenance in- 
cludes modification, repairs and alter- 
ations of various accessories such as 
propellers, power systems, seats, wind- 
shields, furnishings, etc. Component 
maintenance includes maintenance 
and substitution of major accessories 
such as flight control equipment, engine 
fuel, wheels and brakes, air condition- 
ing equipment and others. The line and 
base maintenance accounts for nearly 
70% of the cost. Two decades ago, about 
85% of engine maintenance was done 
in-house. However, with the emerging 
trend of low-cost carriers it has gradu- 
ally reduced only up to 3096 and shifted 
to third party MROs, as the main focus 
of these carriers is to cut cost and lever- 
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age on other customer-oriented services 
and better connectivity. Currently, 
many high-cost carriers also have begun 
to follow this trend. This emerging 
trend of outsourcing is pushing the es- 
tablishment and requirement of more 
independent MRO shops. 

Till recently, the Indian MRO mar- 
ket was feeling the dominance of three 
state-owned organizations Air India 
(AD, Indian Airlines (IA) and 
Hindustan Aeronautics Limited 
(HAL). Both AI and IA have strong 
maintenance facilities, but these are 
under pressure from their aging fleets 
and so aircraft and engines are often 
sent abroad for major checks. IA, for ex- 
ample, has been suffering from a severe 
shortage of engines and 11 power plants 
have been sent to facilities outside In- 
dia. AI has complete airframe capabili- 
ties including D checks for the 747-300/ 
-400 and A310. 

IA has airframe capabilities for the 
A319/A320, A300 and 737-200 planes. 
It also has an FAA-approved Interna- 
tional Aero Engines V2500 mainte- 
nance facility at its engine MRO com- 
plex at New Delhi International Air- 
port. Industry sources opine that in 
spite of such huge maintenance capa- 
bilities none of the carriers are involved 
in third party maintenance because 
they are not confident of delivering air- 
craft on time, and penalties for delayed 
deliveries can wipe out any profits in 
the narrow-margin business. The air- 
lines’ concerns are attributable by and 
large to their being state-owned, a sta- 
tus that makes the process of procuring 
spare parts slow, burdensome and over- 
loaded with bureaucratic procedures in- 
tended to ensure transparency. One al- 
ternative could be both the airlines hive 
of their engineering divisions into sepa- 
rate companies, but again it looks 
gloomy as the government is planning 
to merge the airlines. 


Attracting global players 

The total count of third-party MRO 
units across the world is approximately 
300, out of which 65 are located in the 
Asia-Pacific region. It's unfortunate 
that India still lacks third-party MRO. 
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MRO Industry: Growth Potential 


It is certainly an important segment, so far ne- 
glected, and has great potential to grow into a full- 
fledged industry serving both civil and defense cli- 
ents. It seems to be a very attractive segment for 
private sector investment/participation in a big 
way. Trained manpower and streamlining interface 
with certifying agencies (DGCA/CEMILAC) are 
two issues brought out amongst others. We also 
need to naturally build in quality/safety conscious- 


ness in our training. 


One of the sources for qualified and disci- 
plined technicians identified was from Indian Air 
Force and Indian Navy aviators who retire early. 
Dialog between DGCA and IAF/IN was suggested 
for arranging certifying the skills/trade tests, etc. for 
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the technicians while they are in service and recognizing basic/advanced training they undergo 
in IAF/IN. Present UG courses in aerospace engineering in the country are largely design-oriented 
and need reorientation, as done in some private colleges, to meet DGCA requirements in certain 
trades. The availability of trained manpower could perhaps be met with some reorientation and 


planning. 


On the whole, | feel, with the growth of civil aviation in the country, we should exploit the 
potential in MRO sector, catering to our own requirements and our neighboring countries. In 
countries abroad, even defense sectors take help from MRO in private sector than having in- 
house maintenance establishments. This also could add significantly to MRO business poten- 
tial. Some of these things need some relook at the policy/practices being pursued by our defense 


setup/IAF/IN. 


Now with increasing air traffic and esti- 
mated high growth of domestic air 
space many players are sensing the 
need to establish independent MROs. 
An aircraft on an average undergoes a 
check after 600 flying hours. Suppose an 
aircraft flies a minimum of 12-14 hours 
a day; that means on an average it flies 
approximately 4,200 hours annually, 
which again indicates that a single air- 
craft has to go around 3-4 checks a year. 
So, with the increasing number of 
aircrafts and flights the demand of 
MROSs is also increasing. Recently, 
many global aerospace players evinced 
their interest to invest in India. 
European aircraft major, Airbus, 
has shown its interest to tie-up with 
HAL for setting up a $100 mn MRO fa- 
cility at Nasik. Boeing Company is also 
keen to establish an MRO facility in 
India and has identified Nagpur city. 
Boeing has agreed to establish an MRO 


facility and provide training as part of a 
68-airplane order placed by AI in De- 
cember 2005. It is the largest commer- 
cial airplane order in India’s civil avia- 
tion history, and it includes a combina- 
tion of 777s, 787s and 737s that the op- 
erator will use for renewal and expan- 
sion of its all-Boeing fleet. Boeing is 
working with various stakeholders in 
India to determine appropriate key 
partners for the MRO service. The 
Nagpur facility will provide a conve- 
nient, centralized location for India- 
based airlines to schedule routine 
maintenance and overhaul work. 
Boeing's latest forecast suggests that 
India will need 856 airplanes worth 
$72.6 bn in the next 20 years to meet 
the air travel demand. Airbus and 
Boeing are all set to sell aircraft worth 
$10 bn to AI and IA, and each of the two 
rivals might set up an MRO to service 
these aircraft. 
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If more aircrafts land in the country, then probably more airports, more air-traffic 
management, and more other logistics are required. 


The recent growth in the Indian aviation sector 
provides a unique opportunity to develop its own 
Aviation MRO (Maintenance, Repair and Over- 
haul) industry. Please comment. 

The aviation industry is growing be- 
cause of growth in the economy, in the 
purchasing power parity, and in the dis- 
posable income. Suppose the organic 
Indian citizen would like to explore 
more and more, which results in more 
travel; more air travel leads to more 
aircraft; and more aircraft leads to 
more maintenance, repair and overhaul 
(MRO) activities. If more aircrafts land 
in the country, then probably more air- 
ports, more air-traffic management, 
and more other logistics are required. 
Therefore, the whole aviation industry 
is growing with different segments complementing 
each other. 


d 


Please comment on the present status of the MRO industry in 
India. 

India’s aviation sector has just started booming. From 
just 180 aircrafts, we have around 230 now. The num- 
ber of aircrafts is expected to be 600 within six years 
down the line. In India, IA, AI, Jet Airways, and Air 
Sahara have a very small setup for MRO. But looking 
at the booming trend in the industry and also the 
evolvement of LCCs in India, every airline wants to 
expand its MRO facilities in line with the expectations 
of the incoming aircraft. So this is where the Indian 
aviation sector has just started getting into the mar- 
ket. And we are witnessing third-party exclusive MRO 
players like HEMCO coming :nto the market to set up 
their own MRO base. Also, there are other exclusive 
MRO players like Airbus, Boeing, and SIA Engineer- 
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ing that are coming to India. Earlier, 
the airline affiliates were probably try- 
ing to expand their MRO industry. In 
the past, MROs were cost centers, but 
now they are becoming profit centers. 
By becoming profit centers, they would 
like to cater even to their competitor's 
aircraft maintenance and probably air- 
craft flying in the Indian skies. So, some 
airline affiliates are also trying to ex- 
pand and set up some exclusive MROs 
in India. So, this is how the whole MRO 
environment is changing. 


and Industry Manager, Aerospace 
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Even after 14 years of liberalization of the avia- 
tion sector, three state-owned organizations, 
viz. Air India, Indian Airlines and HAL have a 
monopoly in this industry. With many global 
p'ayers announcing their MRO plans for India, competition is 
gaing to rise. How do you see the developments in the industry as 
a whole? 

No, I don’t think there is a monopoly. At any point of 
time, we have not tried to monopolize the MRO indus- 
try. Organic MRO facility doesn’t have the adequate in- 
frastructure facilities to cater to anything beyond “C” 
checks. In the MRO industry, there are three typical seg- 
ments namely: 

l. The airline affiliates: Those who have in-house 
maintenance facility either as a profit center or as a cost 
center. If the facility caters to the airline’s competitors, 
it can be a profit center, if it doesn’t it is called a cost 
center. 

2. Exclusive MRO facility: Many companies in 
North America are the exclusive MRO players and focus 
cnly on MRO activities. 

3. Original Equipment Manufacturers (OEMs): 
Airbus, Boeing and Rolls-Royce are popular OEMs. The 


In addition to Airbus and Boeing, 
global MRO majors, Singapore Tech- 
nologies Aerospace (ST Aerospace), Jor- 
dan Aircraft Maintenance Ltd. 
'JorAMCo), Lufthansa Technik AG and 
Singapore International Airlines Engi- 
neering Company (SIAEC) are in talks 
with AI and IA for setting up a facility. 
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The Foreign Investment Promotion 
Board has cleared the proposal of 
Lufthansa Technik for setting up a 
wholly-owned subsidiary, One Stop Air- 
line MRO Support Pvt. Ltd. The com- 
pany will undertake provision of spare 
parts and consumables tc be used in the 
maintenance, repair and overhaul of air- 


craft. According to industry sources, 
Lufthansa is targeting legacy carriers, 
start-up and low-cost airlines of India 
and West Asia that do not want to invest 
heavily on technical services. 

Alis planning to set up a ground han- 
dling and cargo engineering facility for 
its own aircraft as well as for others in 
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point is that there is a competition among these three 
segments in India. Currently, we see a lot of airline af- 
filiates trying to tie up with OEMs or may be trying to 
tie up with Exclusive MRO units placed outside India. 
So, the trend is changing a little bit; an airline affiliate 
is becoming more profitable transforming itself from a 
cost center into a profit center; this is the recent trend in 
India. However, I can see OEMs are also trying to have 
their own exclusive set-up or maybe they are partnering 
or entering into joint ventures with airline affiliates. So, 
the Indian MRO industry is a little balanced towards 
airlines affiliates becoming profit centers and trying to 
expand MRO business by getting more businesses 
ahead. 


What kind of opportunities and advantages do you see, if India 
develops its full-fledged MRO industry? 

l. Airtraffic growth is directly related to the growth 
of the economy. As disposable income is increasing, 
air traffic is also increasing. More aircraft are landing 
in India, and as a result the MRO industry is also 
growing. 

2. The new concept started with LCC involvement. 
The LCCs have started reaching the critical masses. 
They have a very different sort of attitude towards the 
MRO segment. Quick service, inventory management, 
and a sort of line maintenance facility for LCC itself are 
fuelling the growth of the MRO industry. 

3. Cost pressure: LCCs are not only fuelling the 
growth of the MRO facility but also competing with the 
legacy carriers like Jet Airways and Air Sahara. So, the 
legacy carriers are a little concerned now and, therefore, 
they are trying to restructure and revamp their own 
business model of the MRO sector. So, cost pressure is 
also one of the factors that drives the MRO industry to 
grow. 

4. Globalization: Globalization itself is inviting the 
foreign players to the Indian sub-continent to set up 
their MRO industry activities. 

5. Demographic: In India, there are predominantly 
old aircrafts. Currently, we are trying to change our 
planes and refresh them into newer ones. But still the 
old aircrafts are there and they are growing older and 


older too. Hence, more aircrafts come for MRO and as a 
result revenues of an MRO unit will increase. 


What would be the challenges facing India? 

There are a lot of challenges. As the country‘s 
economy is growing, the number of aircrafts is also 
growing. As a result the whole aviation sector is 
booming. So, there are different challenges in line 
with the investment plans. Probably, they told the 
OEMs, ordinary airline affiliates, independent third 
party or the exclusive MROs to invest in India. When 
we are talking about the OEMs investing in India, the 
main challenge for the country is to provide a sort of 
24X7 services, which is very difficult as we have 
chronic problems like inadequate infrastructure fa- 
cilities, lack of power supply, lack of proper logistics 
and a host of other issues. OEMs are better equipped 
in the concept called Broad Component Support Man- 
agement, but the concept has grown better outside 
India. When it comes to India it faces problems like 
poor infrastructure, road network, and logistics. 
These issues need to be addressed and India has to 
provide them broad component support in line with 
the individual expectations. The airline affiliates are 
equally developing the infrastructure, but we need to 
extend the infrastructure and also the investment 
criteria. They have to invest a lot. 

Independent third parties have to invest on a large 
scale to meet world-class standards, because they are 
competing with the global players with world-class in- 
frastructure facilities. Probably, a huge internal capital 
investment is one of the biggest challenges and of course 
the convincing business model too. Developing the 
world-class infrastructure facilities will definitely help 
us in building our business. 


What would be the future growth prospects for this industry? 
The economy is growing, people are traveling more by 
aircraft and more aircrafts are landing; so definitely the 
MRO industry will grow. However, the major challenge 
lying before the legacy carriers, OEMs and others is 
who's going to reap maximum benefit from the MRO 
set-up. 


Bangalore. In view of its fleet acquisition 
program, AI is also planning an engi- 
neering base at Bangalore International 
Airport Ltd. HAMCO (Hyderabad Air- 
craft Maintenance Co.) has announced 
plans to set up the country's “first inde- 
pendent" MRO operation. Only IA, AI 
and Jet Airways, which have their own 
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MROSs, are able to maximize their re- 
turns on maintenance. HAMCO is also 
looking at opportunities to attract for- 
eign airlines to Hyderabad for their 
maintenance requirements by providing 
high quality and cheap maintenance. 
This would also be a road to encourage 
more airlines to make Hyderabad their 


hub for operations, do night halts and 
maintenance halts, and thereby gener- 
ate more revenue for the airport and the 
Andhra Pradesh government. 


Cost arbitrage 
One ofthe major advantages of an MRO 
facility in India is the labor arbitrage 
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opportunity. The domestic players will 
benefit on low manpower cost which is 
approximately $30-35 per hour com- 
pared to Western Europe and US where 
the labor rate is $50-60 per hour. More- 
over, it will save time and resources too. 
According to an estimate, globally 25% 
of flight delays are due to maintenance 
and in India it’s up to 60%. There is no 
MRO facility within a five-hour fly zone 
of India. The nearest location is in 
Dubai to the West and Singapore to the 
East. This incurs fuel cost and delays 
due to high occupancy rates. If the new 
MRO facilities are set up in India, these 
delays and fuel costs could be cut down 
to a great extent. 

At the same time, the cost involved 
in setting up an MRO facility (both 
in-house and third party) is estimated 
to be around $50 mn. However, looking 
at the other costs, this investment 
seems to be fruitful. Many airlines like 
Acr Deccan spend about 14% of their to- 
tal cost on aircraft maintenance. If do- 
mestic MRO spools up, this cost could 
be reduced by 2-3%. 


Challenges to overcome 

The competition is stiff and there are 
growing concerns such as lack of real 
estate at many airports, a heavy tax 
structure and an aviation regulator 
that has not incorporated MRO prac- 
tices that are common elsewhere. Be- 
sides lack of qualified technica] man- 
power, more high-value engine work is 
sent out of the region attributing nega- 
tive perceptions about quality and 
competency that Asia-based MROs 
must overcome to be successful. Across 
the world, Asia-based MRO providers 
face the challenge of reducing costs 
while maintaining profitability and 
quality for themselves and for their 
customers. 

Industry sources criticize the 12% 
service tax which is imposed on all ser- 
vices in India. Accerding to them, it is 
making business less attractive as 
most of the margin is taken away from 
business. Few also view that skilled 
labor costs are also picking up with the 
booming economy. For a qualified engi- 
neer, a salary which was around 
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Asia Fleet Over the Next Decade 


2004 Asia Fleet Active Total = 2,960 a/c 
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$1,500 a few years ago has now 
climbed to $4,000. Another problem is 
that concepts such as Designated En- 
gineering Representatives (DER) and 
Parts Manufacturing Approval (PMA) 
are yet to catch in Asia. Consequently, 
all these issues are maxing business 
slower and more expensive. Cochin In- 
ternational Airport Ltd. is trying to 
overcome the manpower problem in an 
innovative manner. It is banking on 
the hundreds of aircraf. engineers of 
Indian origin who currently are em- 
ployed at airlines overseas by floating 
an MRO company in which the expatri- 
ate engineers will take a 49% stake. 
Initially, they will come into the busi- 
ness as investors and may later quit 
their jobs and join the new MRO as 
employee-investors. How far such in- 
novative experiment wil. be successful, 
only time will tell; but with the scaling 
aviation business such innovations are 
needed. 

Last, but not the least, MRO infra- 
structure is another bottleneck which 
needs to be addressed. MRO operations 
usually require airport land which is 
extremely scarce in major Indian air- 


ports. 


Better days in the offing 
With a 26% increase in passenger 
travel, India is the world’s fourth most 





favored travel destination and has a 
large percentage of world orders for air- 
craft. Essentially, all the factors are 
set to drive the growth in this deep cy- 
clical industry and increase the 
sustainability of the Indian aircraft 
MRO market. However, to emerge as 
an MRO hub, there are regulatory and 
infrastructural limitations that need 
to be addressed. Viable FDI policies 
are needed, international collabora- 
tions would be essential and Indian 
documentation practices must im- 
prove significantly. To top it all, opera- 
tions would have to be extremely 
efficient because profit margins are 
meager. 

However, it seems that infrastruc- 
ture issues could be solved as soon as 
the privatization projects of the two 
largest airports at Mumbai and Delhi 
are finalized giving new hopes. Fur- 
thermore, the three greenfield air- 
ports at Kochi, Bangalore and 
Hyderabad have announced space for 
MRO facilities. No doubt, India has 
all the potential to emerge as a strong 
MRO destination; but to achieve re- 
gional hub status is still a distant 
dream. 


- N Janardhan Rao and Indu Prasad 
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E MONETARY MUSINGS 


Declining Dollar 





A weak dollar is in nobody's interest for it can land global economy in a slump. 





he US dollar has suffered a 

steep slide. During the last 

week of November, the euro rose 
to a 19-month high of $1.309, while the 
sterling stood at are 18-month peak of 
$1.933. The euro thus gained about 
1.2% while the sterling rose by 0.5% 
and the Japanese yen rose by 0.5%. 
During the last one year, dollar fell in 
terms of the euro by more than 10%, 
while it was 12% against sterling. This 
all-round slide in dollar value was at- 
tributed mostly to the market expecta- 
tion that the US economy would suffer a 
further slow down. 

Some analysts believe that the 
rush of the market for alternative re- 
serve currencies— preferably the euro 
—was triggerd by what Wu Xiaoling, 
the Deputy Governor of the People's 
Bank of China, said in an economic 
paper: “Dollar’s recent decline in- 
creased the depreciation risk for 
Asian reserve assets." Reacting to 
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this news, as the dollar breached 1.30 
euro, stop-loss orders—levels at 
which traders place their automatic 
orders to sell—of the global currency 
traders were triggered, resulting in 
the fall of the dollar to its lowest level 
since April 2005. The news about the 
German economy performing above 
the forecast level —released by Ifo 
business climate survey - has only 
added fuel to the fire. As usual, the 
volatility of the currency market in- 
stantaneously impacted the global fi- 
nancial markets. Market pundits are 
of the strong opinion that this slide 
may not reverse, at least, in the imme- 
diate future for, the fundamentals of 
the US economy—as revealed by its 
current account deficit that stood at a 
record high of $225.6 bn in the third 
quarter as against the revised esti- 
mate of $217.1 bn for the second quar- 
ter—and market flows are stacked 
against the US dollar. 





A Weak Currency's Strong Claim 


What does it all mean? 

It means nothing new! There is an oft- 
repeated axiom in macroeconomics: 
sovereigns can never ever default on 
their domestic borrowings, the reason 
being sovereigns only have the right to 
print currency as they wish. Now, one 
may wonder what it has to do with the 
current slide in dollar value. If we ex- 
tend this analogy to the dollar and its 
host country's borrowing, it makes a 
great revelation. The US has made up 
its deficit by borrowing externally, but 
in its own currency. It is thus sitting 
pretty on its borrowings, while its credi- 
tors suffer sleepless nights as the dollar 
is depreciating. This was so aptly put by 
one of the US former treasury secretar- 
ies: "The dollar is our currency, but your 
problem." 

Although analysts, journalists and 
even economists from all over the globe 
sing in chorus that the long-term health 
of the global economy rests on a weaker 
dollar, and the current decline in dollar 
is good and is a welcome development, 
the problem — in its reality—remains 
the same as it was in 1970s and 1980s. 
History reveals that devaluation of dol- 
lar is neither good to the creditors of the 
US nor can US benefit in any way from 
it. 


Why then, advocate 
depreciation? 

The prime reason for advocating dollar 
devaluation is the unabated rise in the 
US trade deficit—a part of which, inci- 
dentally, includes the deficit resulting 
from trade with US— owned subsidiar- 
ies located overseas—that is prone to 
cause global imbalances. It is causing 
great anxiety to the world at large, for 
many consider it unsustainable and 
hence demand its immediate correc- 
tion. Many of the theoreticians have 
immense faith in the so-called “elastici- 
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Menetary Musings 





ties model of the balance of trade” and 
hence believe that if the US —the coun- 
try suffering from huge trade deficit — 
could depreciate its "real" exchange 
rate, its trade balance should improve, 
for it makes its exports less expensive 
in foreign currencies, thereby enticing 
foreigners to buy more of its goods, 
while its imports become more expen- 
sive in dollar terms, owing to which im- 
ports into America will fall signifi- 
cantly. But there is a flaw in this argu- 
ment. It could at most cause random 
short-term fluctuations, but on the 
long-term, no one could be sure of the 
outcome of depreciation in “real” ex- 
change rates, unless it is linked to mon- 
etary policies, which means, the US has 
so necessarily link its dollar deprecia- 
sion with a monetary policy that allows 
inflation to creep into its domestic mar- 
xet. Or, alternatively, the centra! banks 
3f foreign countries may have to adopt a 
policy that leads to deflation in their 
countries. Then, and then only there will 
be room for American exports to soar 
high and imports to fall. 

Here again, the outcome— rise in 
prices in the US and fall in foreign coun- 
tries—from such a linkage is known to 
suffer from the effect of “lags”, which the 
economists name in their jargon as 
“J-curve effect”, according to whach, the 
improvement in the balance of trade of 
the US is unlikely. The reasons are not 
far to seek: one, folowing the dollar de- 
preciation, the imports that are already 
contracted for and invoiced in a foreign 
currency, say euro, would cost more to 
the US importer in dollar terras. Two, 
with the temporary depreciation of dol- 
lar in real terms, investment in physi- 
cal assets of the US is likely to become 
more attractive for foreign investors, as 
their prices look cheap. Should this hap- 
pen, it would unwittingly result in the 
asset-price-rise in such countries whose 
currencies have appreciated vis-à-vis 
the dollar. 

This has another unsought for im- 
pact: investment of foreigners in the 
physical assets o£ the US again raises 
consumerism in the US, which in turn 
can lead to a rise in imports. And this 
phenomenon has also the potential to 
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simultaneously cause a slump in the 
overseas markets, which means no in- 
crease in the US exports. We are thus 
back to square one: the net effect of dol- 
lar depreciation on the US trade bal- 
ance would be ambiguous, at least for 2 
to 3 years to come. Indeed, history testi- 
fies this possibility; at least that is 
what has happened following the Plaza 
Accord of 1985. 


So, what then? 

Given these limitations, the world, per- 
haps, has no option but to adopt the 
policy of a “strong dollar”, at least 
should not clamor for a weak dollar, and 
for reasons galore. To better appreciate 
this, let us take a fresh look at the US 
current account deficit — which is ex- 
pected to reach $900 bn this year— 
which is nothing but a reflection of ex- 
cess expenditure by the US vis-à-vis its 
relative income. This poses a question: 
How anyone can spend more than what 
he earns? That is the advantage of the 
US! As Lawrence H Summers, the 
former treasury secretary of the US, 
once said, the US is perhaps the only 
overwhelming absorber of global sav- 
ings. Or, should we say, the US house- 
holds are the only “consumers of last 
resort" for many of the countries from 
emerging economies. The real problem 
underlying this "credit-driven irratio- 
nal consumerism” is that it is financed 
by countries from the emerging econo- 
mies. Ironically, the goods are flowing 
from less industrialized countries to 
the industrialized country. In the pro- 
cess, the current account deficit of the 
US is funded by the *reserves" of the 
countries such as China, India, oil ex- 
porting countries etc. So, any devalua- 
tion of dollar in “real” terms would 
cause great harm to these countries in 
two ways: one, capital loss in terms of 
their domestic currency, and two, loss of 
market for their industrial output. If 
imports into America, as anticipated 
under the theory of devaluation of dol- 
lar, shrink the production capacities of 
countries— particularly Asian coun- 
tries such as China, Taiwan, Korea, In- 
dia, etc. —who are highly dependent on 
American consumers for their export- 





led growth would remain idle. Of course, 
this can be obviated to a greater extent, 
provided other industrialized countries, 
say European Union countries and Ja- 
pan, etc., step into the shoes of the US 
and run current account deficit so that 
they could become the market for the 
developing countries from Asia, but for 
reasons best known to them, they are 
not prepared for it. It means fall in ex- 
port earnings of these countries—a 
slump in the growth of economy in de- 
veloping countries. 

So the only alternative for managing 
this global economic imbalance is: the 
US has to correct its trade deficit by re- 
ducing its fiscal deficit. In order to 
achieve this, it has to encourage Ameri- 
can households to save more—prefer- 
ably even by offering tax incentives. And 
to make this work, the present capital 
suppliers of the US— China, Japan, 
other East Asian countries and oil pro- 
ducing countries—must simultaneously 
encourage domestic consumption. The 
Central Banks of Asian countries must 
also realize that their accumulation of 
huge “reserves” would only lead to bigger 
losses at a later date, and therefore, ex- 
hibit flexibility in their currency man- 
agement policies. Similarly, European 
Union countries and Japan must exhibit 
pragmatism in their interest rate man- 
agement policies. This kind of combined- 
effort alone could minimize the global 
economic imbalances. Here again, the 
attempt of the US to contract consump- 
tion domestically must be gradual; oth- 
erwise the aggregate demand of the 
world would be insufficient to meet 
today's production levels. Such is the 
"trickiness" and the "centrality" of the 
American consumer and his dollar in the 
global economic balance. 

All this leads us to conclude— as in- 
deed Ronald McKinnon of Stanford 
University argued —that it is time for 
the US to shift its focus from pressing 
for revaluation of Chinese currency to 
constructively engage the countries 
from emerging economies to bring or- 
derliness in the global economics. 

— GRK Murty 
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US Car Makers 


At Crossroads 


The fierce competition from Japanese car makers is forcing Detroit's Big 





~ 


Three to offer more discounts and downsizing. 


S car makers are in the middle 

oTa hard market environment. 

General Motors (GM), the big- 
gest car maker in the US, is facing the 
threat of losing its world’s No. 1 car 
maker position te Japan’s Toyota in 
2007. As the three big automakers 
struggle, the Japanese car manufactur- 
ers are emerging as a dominant force in 
the US car market. The problems faced 
by the Big Three are not shared by their 
competitors. Indeed, the failure of these 
three to come up with quality and excit- 
ing products that the US consumer 
wants to buy is magnifying the present 
crisis. Besides the challenges from su- 
perior quality of the Japanese. the Big 
Three are facing issues such as high 
healthcare costs, high steel prices, lack 
of tax incentives and the weaker dollar 
against the yen. In their own words, all 
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these factors have been giving the Japa- 
nese an unfair advantage. 


Big Three in a fix 

Last month, the heads of Detroit’s Big 
Three—GM, Ford and DaimlerChrysler 
—met the US President George Bush to 
complain against the Japanese car 
makers (Toyota, Nissan, and Honda). 
The Japanese are slowly garnering 
market share in the US car industry 
with their paramount quality and cost 
competitiveness. The sales of the Big 
Three have been quickly but steadily 
eroding with Japan’s devious oriental 
tactic of making high-quality vehicles 
that Americans like to drive. The three 
Japanese automakers captured a com- 
bined 28.2% of the US sales in 2005; an 
increase of 2%. Ford and GM captured a 
combined 44.8% of sales; a 2.3% de- 





cline. Toyota’s annual sales have swol- 
len up to about 15% with Camry: More 
than that, Camry and Lexus together 
have emerged as best-selling cars in 
their respective segments. While the 
Japanese manufacturers are zooming 
ahead, GM seems to be coming out of 
the recent crisis, Ford is lying low and 
there is a talk of Daimler shedding 
Chrysler unless the latter bucks up. 

The Big Three are paying more for 
healthcare costs than in Nissan and 
Toyota’s US plants. Healthcare costs 
make up $1,000 per vehicle in the US, 
as the US players are paying for hun- 
dreds of retired workers. The Big Three 
paid $11.1 bn as healthcare costs last 
year towards their active and retired 
employees because many of their com- 
petitors’ healthcare cost is paid by the 
government. In addition, shutting down 
plants and laying off workers as a result 
of competition from the Japanese car 
makers have further added more pres- 
sure on employee healthcare cost. 
Steven Szakaly, Chief Economist, 
CAR Group says, “The Japanese are 
more productive, have far more com- 
monality across vehicle models, and 
have a younger workforce. The younger 
workforce is important because it 
means that the Japanese producers 
have far less costs related to pensions 
and healthcare obligations than the 
Big Three.” The Big Three have 
utilized more capacity than demand, 
and selling them later on at heavy 
discounts has damaged their brand 
image. 

Similarly, the Big Three are de- 
manding the lifting off steel tariffs and 
stopping the protection of the domestic 
steel industry which is driving their 
manufacturing costs up. On an average, 
1,000 pounds of corrosion-resistant gal- 
vanized steel is used in making a new 


Chartered Financial Analyst 


-sg 





Reassuring your promise 








€ Total assets : $ 4.4bn 

e Net Worth : $ 1bn 

@ ‘A’ (Excellent) rating by A M Best 

@ 21" ranked Non-Life Reinsurer in the World | amer xfürsenf 
—————————— GIC Re 

| Treaty & Facultative Reinsurer ameta ATEITTUT sur Ram 

| Property | Marine | Aviation | General Insurance Corporation of India 





"SURAKSHA', 170, J. Tata Road, Churchgate, Mumbai-400 020 (India) e Tel :+91-22-22867000 e Fax :+91 -29-29833909 


E-mail : info@gicofindia.com e www.gicofindia.in € Representative Offices : London, Moscow & Dubai 


Industry $$ $$ 


car. The automakers buy almost half 
the galvanized steel made in the US 
and tariffs have cost them $3 bn. On the 
other hand, with high gasoline prices 
and change in consumer preferences, 
the SUV market is declining. The cus- 
tomers are slowly getting attracted to- 
wards more fuel-efficient and flexi-fuel 
engine which runs on gasoline and etha- 
nol. Hence, the Big Three have recorded 
2 to 3% drop in sales in the past two 
years, as they derive most of their rev- 
enues from SUVs. Szakaly opines: "The 
Big Three are finally reducing their high 
fixed cost structure and eliminating 
underutilized capacity. They are also 
increasing the number of models they 
offer in key segments like CUVs. This is 
s small to mid-size SUV built on a car 
platform rather than a truck platform.” 
The market for Cross-Utility Vehicles 
(CUVs) is expected to grow as Ford is 





coming up with the new CUV model 
next year. In this segment too, Toyota is 
leading with early investments in hy- 
brid vehicles. The Big Three is asking 
for subsidies to set up ethanol fuel 
pumps at gasoline filling stations. 

The Big Three are blaming Bank of 
Japan for manipulation of the yen to 
encourage export of their cars. It is cost- 
ing thousands of manufacturing jobs in 
tne US and putting downward pressure 
on the wages and benefits. Similarly, 
the favorable exchange rates are result- 
ing in a huge windfall for Toyota, 
Nissan and Honda, while making it 
much tougher for the Big Three. A study 
on the Detroit biggies’ competitiveness 
reveals that on every one-point change 
in the value of the yen against the US 
dollar, Japanese automakers gain or 
lose $174 per vehicle. So, this year’s de- 
preciation of the yen from 107 to 118 
has resulted in a windfall of $10.5 bn for 
the Japanese automakers. The Japa- 
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The Big Three need to keep improving their 
vehicle quality to close the revenue gap with the 
international competitors. 


nese players tend to use the excess 
profit as a weapon to drive down the 
prices, and invest in research and devel- 
opment as well as new factories includ- 
ing some in the US. Fer instance, 
Toyota recently reported a 36% profit, 
up to $6.7 bn for the third quarter of the 
last year. The company admitted that 
favorable currency rates accounted for 
an unexpected $1.6 bn gain. To mini- 
mize the exposures to currency swings, 
the Japanese companies are building 
the plants in North America. 


Time to take the Tokyo road 

Putting aside all the maero factors af- 
fecting the Big Three’s competitiveness, 
the quality gap between the US and 
Japanese players is fueling the compe- 
tition. The vehicle quality is a para- 
mount factor for the US car industry to 
stay ahead. But the Big Three are lag- 





ging behind in the quality and produc- 
tivity of the vehicles. Szakaly says, 
“Currently, the Big Three in the US 
have a revenue per vehicle gap of about 
$3,000 versus their international com- 
petitors, this is largely due to a per- 
ceived ‘quality gap.” In the late 1990s, 
the Japanese players have won custom- 
ers by making fuel-efficient cars and 
applied more torque by putting six- 
valve cylinders. Although quality of the 
US car is good, they are not up to the 
Japanese quality. It will take time to 
change public perception on US cars. In 
order to compete with the Japanese 
players, the Big Three have been offer- 
ing heavy discounts and closing down or 
selling some of their manufacturing 
plants to reduce the sheer burden of 
fixed costs. 

The Big Three can adopt strategies 
like alliances, penetrating new markets 
and also outsourcing to combat the com- 
petitive pressure from the Japanese 


players. More plants are moving to 
Mexico and more outsourcing of auto- 
parts manufacturing to low-cost desti- 
nations like China; but there is a real 
trade-off, particularly with the Chinese. 
Competition requires high quality, and 
this is not always possible when you are 
seeking parts from the lowest bidder. 
Szakaly suggests, “The Big Three need 
to keep improving their vehicle quality 
to close the revenue gap with the inter- 
national competitors and the Big Three 
must improve platform sharing across 
models to take advantage of the greater 
economies of scale. Finally, there must 
be a reduction in the time it takes to 
design and engineer a new vehicle.” It 
remains to be seen how far the govern- 
ment can rescue the US car industry. 

The Big Three once had a huge 
brand image and wider distribution 
network in the US over their Japanese 
counterparts, but Toyota and Honda 
have outsmarted them by building 
better vehicles. One area though 
where the government could help is to 
lessen impact of imports, particularly 
from Japan, of finished vehicles and 
convince the Japanese to invest more 
in research and development opera- 
tions in the US. These are positive 
steps that the Japanese should be 
taking but are not; or they are not tak- 
ing them fast enough. By bringing 
plants and R&D to the US, the Japa- 
nese players can negate job losses. 
Szakaly says, "The real benefit from 
government intervention in things 
like the retiree and health cost area is 
not in eliminating the Japanese ad- 
vantage but in helping to keep manu- 
facturing in the US by making it prof- 
itable to produce vehicles in the US 
market." In spite of having the history 
of rescuing airline and steel industries 
in the past, it seems the US govern- 
ment can't do much to improve the 
competitiveness of its car industry. 
At present, the only hope for the Big 
Three is the recent victory of the Demo- 
crats in the elections who could change 
the auto policy. 


— N Janardhan Rao and Ravi Babu Adusumilli 
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BankMARCH-SQA 


'BankMARCH-SQA* is a proprietary model to assess Customer Service 
Quality for Bank Branches. 
Customer service quality is a combination of quality aspects of physical 
environment & infrastructure and service process & functions. It is 
assessed through 

e Customers’ Perceptions on the services and products 

e Customers’ Satisfaction on the services and products 

e Customers’ Need and Gap in the services and products. 


j A ‘Service Quality’ audit is an aid to 


Measuring satisfaction level of the customers 


e Identifying changes required in infrastructure, 
systems and procedures 


e Monitoring 'Customer Churn' 
e Tracking satisfaction level over time 
It will help you strengthen your relationship with your customers 


e [t will help you understand your customer expectations (quality, 
service and performance) more clearly, and take suitable steps to 
measure up to them. 






























MARCH Marketing Consultancy & Research, a research based 
consulting organization based in Hyderabad, has developed this model, 
keeping in mind these aspects. 


i Features of BankMARCH-SQA* 


e It assesses bank branch's customer service quality through 
set of statistical techniques and mathematical algorithms. 

e It analyses the gap between the service expected by the 
customers and actual service delivery effected by the bank 
branch. 


| Deliverables 


e  Need-Gap analysis (‘Expected Service’ Vs. ‘Actual Delivery of 
Service ) 
Customer satisfaction Index & Service Quality Index 
Customer Profile details 
MARCH's Recommendations. 





For more information, please contact 
Manager 
Service Quality & Satisfaction Measurement Divisior 
MARCH Marketing Consultancy & Research 
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Global Mining 





On a Consolidation Drive 





The mining firms are banking on high metal prices and soaring demand, 
thereby seeking mergers. 


midst skyrocketing prices and 
resulted commodities boom 

ver the past couple of years, 

global mining companies are gearing up 
to capitalize on the opportunity. The re- 
cent costliest three-way merger pro- 
posal (Phelps Dodge-Inco- 
Falconbridge, worth $40 bn, the biggest 
in the industry's history) has ignited a 
spate of merger proposals, leading to a 
fresh round of consolidation in the in- 
dustry. Although the three-way merger 
proposal has failed, Phelps Dodge, 
Falconbridge and Inco who gobbled up 
in recent deals have become takeover 
targets for Freeport-McMoRan Copper 
& Gold Inc., CVRD and Xstrata respec- 
tively. Conversely, the M&A activities 
in the mining industry have entered an 
exciting phase which is thriving on su- 
per-cycle in the commodities. Big min- 
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ing firms' are focusing on the M&A route 
to capitalize on the present boom by 
leaving exploration and developing to 
small players. 


Inorganic growth 

The commodity prices which have 
been soaring high for the past five 
years have left the mining companies 
flush with cash. They are keen to ex- 
pand in order to garner the growing 
demand. On the other hand, share- 
holders are pressurizing mining com- 
panies to share their cash windfalls. 
Against this background, in 2006, 
around 975 mining M&As are taken 
place (worth around $157 bn) com- 
pared to 875 transactions worth $94 
bn in 2005. According to Goldman 
Sachs estimates, the big four mining 
firms will have over $15 bn in excess 


next year, after dividends and capital 
expenditure. On the other hand, in- 
creasing demand from China for 
Nickel, Aluminum, Zinc and Copper is 
also adding further competition. 

The mergers signed in the last few 
years are normal part of the commodi- 
ties cycle. However, acquisitions often 
more economical than the expense of 
exploring for new discoveries and 
bringing them into production. At 
present, growing through exploring 
and developing new mines is expen- 
sive as the industry is facing acute 
shortage of mining engineers and en- 
tire logistic facilities such as trucks 
and transportation. The top 10 min- 
ing firms hold a little over 30% share 
in the global mining industry. While a 
few big mining firms control the larg- 
est portion of the global commodities 
markets, much of the actual digging is 
still performed by smaller companies. 
Buying of these small firm allow them 
to immediately capitalize on the cur- 
rent demand, without delays and 
costs inherent in starting new mining 
projects. Moreover, the big firms are 
skeptical about the next slump in the 
industry. Investment in exploration 
and developing at this time would be a 
waste in the next price cycle. Hence, 
the big mining firms have opted for 
the M&A route to grow. Increasing 
consolidation in the mining industry 
could lead to competition for acquisi- 
tions, thereby making the deals 
dearer. 


Metals "super-cycle" 

The mining industry has brought pros- 
perity to many nations such as Austra- 
lia, Latin America, South Africa and 
other African nations in the current de- 
cade backed by current commodities 
boom. Copper price has already 
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A 
souched $8000 per ton. Nickel fol- 
icwed, topping $26,000 a 'ton for the 





first time. Platinum is now over $1,200 
an ounce. Gold has sorpalied $700 an 
ounce—its highest price in 28 years, 
now trading at $630 an ounce. Besides, 


the volume of copper futures traded on ` 


the New York Mercantile Exchange 
'"NYMEX) has risen by half and that of 
pil has almost doubled in the recent 
pest. Much of that increase stems from 
tie phenomenal growth in mutual 
funds that track commodity prices. 
These are responsible for much of the 
growth in trading in the exchanges. 
Analysts blame the present high 
prices on hedge funds, which hawe in- 
creased their investments in commodi- 
ties to $100 bn in 2005 from $3 bn in 
2000. Commodities experts say that 
the world has embarked on a super- 
cyele in which commodities prices rise 
much higher and stay for a longer term 
than a normal business cycle. 

During the 1980s and 1990s when 
the commodities pieces were low. firms 
invested too little in new mines, leav- 
ing them little or no spare capacity. Al- 
though they are rushing to increase 
their capacities, it will take years to 
find and develop new mines. Strong en- 
yxironmental concerns and rising costs 
with increase in mining activity and 
shortage of huge tyres for trucks are 
3ampering the progress. 

Global commodities demand, par- 
ticularly from China, is growing much 
faster than expected and consuming 
lots of raw materials. The Chinese im- 
ports of commodities have risen to more 
than $200 bn in 2005 from $20 bn in 
1990. A recent forecast by Deutsche 
Bank says that they will continue to 
grow by more than 10% a year for the 
next decade. That means the demand 
will outpace the supply for years to 
come. Besides supply-demand dynam- 
ics, the market sentiment is also driv- 
ing the recent price rise in commodities 
as more pension funds and large inves- 
tors are getting ready to invest in com- 
modities. 


Bidding wars 
Phelps Dodge, a US-based company 
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has initiated the latest merger wave 
which had backed Inco in acquiring 
Falconbridge. Thereafter, Phelps 
Dodge would acquire these two Cana- 
dian companies, creating a three-way 
merger. But, Xstrata has entered the 
fray to check Phelps Dodge attempts 
to become big. Phelps has faced diffi- 
culties in getting shareholder ap- 
proval for taking over Ineo, after it ac- 
quired Falconbridge. 

However, Atticus Capital which 
holds 8% in Phelps reveals that it 
votes against the deal. As nickel has a 
similar cycle with the current copper 
portfolio, shareholders eriticized the 
company's diversification that too by 
taking too much debt. In the consequent 
developments, Inco failed to takeover 
Falconbridge in a cash-scrip deal. Fi- 
nally, Xstrata bought Canadian nickel 
and copper producer Fa:conbridge for 
$17 bn (£9 bn). 

Similarly, Brazilian firm CVRD 
has become the world's second-biggest 
mining company and largest nickel 
producer after acquiring Inco for $17 
bn. Phelps Dodge, after the failures of 
Inco and Falconbridge acquisitions, 
had become the takeover target for 
Freeport-McMoRan Copper & Gold 
Inc. of a $26 bn deal to create the 
world's largest copper campany. 

The failed three-way merger pro- 
posal (Phelps Dodge-Inco- 
Falconbridge)—if it had gone 
through — would have become new glo- 
bal leader in copper aad nickel seg- 
ment and one of the largest mining 
firms in the world worth $56 bn. Hence, 
it will give the size and scale to take on 
well diversified mining firms such as 
BHP Billition, Rio Tinto and Anglo 
American. Phelps Dodge expected the 
merger to reap the benefits or savings 
of $800 mn a year by 2608, by sharing 
the equipment and personals among 
adjacent mines. 

Moreover, the new company will 
make it less vulnerable to mining's 
painful cycles, hence, more attractive 
to investors. De-risking business 
through diversifying into more seg- 
ments and continents is not new for 
the mining industry. This strategy 


was followed by big mining companies 
BHP Billition and Rio Tinto a few 
years ago. They have their presence in 
every metal and big market, so there 
is less chance of any particular metal 
or country denting their profits. This 
strategy is less vulnerable to 
cyclicality in the industry as the more 
mines the company is developing and 
more countries it is operating in, the 
less risk each segment poses to the in- 
dividual project. 

The mining industry gives many 
reasons why commodities prices 
should continue to rise in the future. 
Mining is expensive and takes time to 
start. The burgeoning demand from 
China and India, followed by Japan's 
recovery will keep. prices at a high. 
More importantly, n any countries 
with large deposits of commodities are 
in the unstable part o > world, add- 
ing volatility; assum hat invest- 
ments will be insufficient and the 
higher prices will not « ‘tail demand. 
But they could restrain emand by ei- 
ther slowing down economy growth or 
by encouraging adaptation of latest de- 
velopment in material science technol- 
ogy. Analysts opine: “Things are differ- 
ent this time”, many investors and the 
pension funds are keen to getting into 
action. 

The recent flurry of mergers and ac- 
quisitions in the global mining indus- 
try is the beginning of a prolonged pe- 
riod of consolidation invelving compa- 
nies all over the world. While for inves- 
tors it is a growing opportunity. Given 
the promising outlook for the mining 
industry, the recent bumpy ride of min- 
ing stocks has failed to keep pace with 
the upward curve of the commodities. 
Hence, the share buybacks and acqui- 
sitions would be lucrative deals for big 
mining firms amidst the structural 
constraints which are acting as a draw- 
back to the mining firms to catch rising 
global demand. Whatsoever, the high 
commodity prices will remain high in 
the days to come.# 
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The American stock exchange, 
Nasdaq's bid for London Stock 
Exchange (LSE) only re-emphasizes 
the need for consolidation among 
the global stock exchanges. 





“Everything is fair in love and war,” so 
goes an old adage. Taking cue from this, 
the corporate predators are now extend- 
ing it to include Mergers and Acquisi- 
tions (M&As) as well. In yet another in- 
stance of an unsolicited takeover bid, 
Nasdaq Inc., the world's largest elec- 
tronic stock market, made an all-cash 
bid of $5.1 bn to acquire the London 
Stock Exchange Group (LSE) Plc, the 
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Hostile Bid for LSE 


largest European stock exchange. The 
offer immediately sent LSE share price 
up by 6% on the bourses. Its shares have 
already gained more than 124% over 
the last year as speculations mounted 
that potential suitors might come up 
with offers soon. 

Nasdaq is offering $23.56 per share 
for nearly 70% of the LSE's shares. In- 
terestingly, this is the second takeover 
move by the US stock exchange after it 
failed to acquire LSE in March 2006. At 
that time, Nasdaq, a preferred stock ex- 
change for listing of stocks by technology 
companies across the globe had made an 
unsolicited offer to acquire the LSE 
Group for $4.1 bn, but had to hold back 
as it failed to get the support of the LSE 
Group Board, which vehemently opposed 
it saying that the offer was too derisory. 
This time, the LSE Board was quick to 
decline the bid, though the offer price 
was 31% more than the first offer. 

Having burnt its fingers last time, 
Nasdaq has not been waiting for a fa- 
vorable outcome. In a bid to stretch it- 
self into the European stock market, 
the US-based stock exchange has been 
slowly yet steadily increasing its stake 
in LSE to nearly 29% through open- 
market purchases, which has made it 
the largest shareholder of LSE; thus, 
boosting its chances to gobble it. 

The desperation of the US stock ex- 
change is understandable. As competi- 
tion intensifies on the global front, stock 
exchanges are in a hurry to diversify 
their product offerings, to prod revenues 
and hence growth. Nasdaq's archrival 
the New York Stock Exchange (NYSE) 
has made a significant stride towards a 
friendly takeover of the Paris-based pan- 
European stock exchange, Euronext. The 
NYSE-Euronext deal, valued at $10.2 
bn, would likely create the first Pan-At- 
lantic stock market group and provide 





international companies with options to 
list in the US, Europe, or both. Euronext 
is the first multinational exchange in 
Europe, which offers services for cash 
markets in France, Belgium, the Nether- 
lands and Portugal, and services for de- 
rivatives markets in the UK. The com- 
bined market capitalization of the 
merged entity of NYSE-Euronext 
amounts to a staggering $20 bn, which is 
far more than the combined figure of the 
next four biggest stock exchanges. In other 
parts of Europe, for example Germany, 
local exchanges are stepping up efforts to 
acquire or ally with other stock exchanges 
elsewhere to consolidate their market po- 
sition and ensure a healthy future. 
Nasdaqs latest bid only confirms that. 


LSE - Loved by all 

Nasdaq is not the first to bid for LSE. 
Earlier in 2000, the Swedish stock ex- 
change, OMX, made an unsuccessful bid 
to acquire the London-based bourse. In 
December 2004, Germany-based 
Deutsche Bourse AG initiated the bid- 
ding process to buy LSE, which subse- 
quently provoked its rival Euronext NV 
to declare its interest in LSE. These two 
raids were followed by Australia’s high- 
flying investment bank Macquarie's 
£1.5 bn offer. 

The underlying rationale behind the 
present bid by the US stock exchange is 
that an LSE-Nasdaq combination 
would create a single marketplace for 
stocks and would unveil a plethora of 
opportunities to the foreign companies 
to tap American investors without hav- 
ing to meet the stringent US regulatory 
requirements [read Sarbanes-Oxley 
(SOX) Act]. The SOX law, which was 
enacted in the aftermath of Enron scan- 
dal, imposes some strict and expensive 
procedural and financial norms. But by 
acquiring a foreign exchange such as the 
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| think we will continue to see some moving around of the chess players for some 


years to come. 


Why do the US stock exchanges increasingly 
have eyes on the European markets? 

In a way, it could be considered a hedging 
strategy by the exchanges themselves. It is 
believed that the significant regulatory 
changes during the post-Enron scandal are 
to blame; for example, the reduced number 
of IPOs at the US exchanges. Although, it 
looks like regulations in the US will not be- 
come any tougher, but rather “kinder”. Of 
course, there is a risk that the regulations 
within the EU will become more stringent 
in the future, but I doubt that will be the 
route of the regulators. Having one foot in 
the US and another in Europe is a way of 
hedging against regulatory differences across the ocean. 


What are the motives behind Nasdaq's move to merge with 
LSE? 

It would be hard for Nasdaq to be a bystander when the 
proposed NYSE and Euronext merger is making all the 
headlines. Nasdaq is pushing for a merger with the LSE 
probably for the same reasons as NYSE and the LSE 
are planning to merge. The exchange markets, all over 
the world, are at an evolving state and the earlier you 
get a foot in the door the better. 


What are the expected synergies that Nasdaq can derive from 
this deal? 

Benefizs for Nasdaq include better insights to the Euro- 
pean market and a possibility to integrate many piv- 
otal technical platforms. This, in turn, may lead to 
greater efficiencies and lower prices offered for the cus- 
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tomers, thus Nasdaq can stay competi- 
tive and NYSE is less of competitive 
threat. 


Do you expect more consolidation moves to fol- 
low? If so, what is driving this consolidation spree? 
Indeed, yes! It makes sense. And what 
often happens is that after the big play- 
ers move in one direction the smaller 
ones are to follow. The future exchanges 
landscape is still very uncertain but I 
think we will continue to see some mov- 
ing around of the chess players for some 
years to come. 

Regulatory changes, changes in invest- 
ment vehicles, and changes in technology are driving the 
consolidation spree to some degree. 


Even the global commodities exchanges are experiencing con- 
solidations. How do you see this trend? 

The flood of rising trading volumes and exorbitant market 
valuations are probably the main drivers for the consolida- 
tion moves among the global commodities exchanges. 


Any other comments? 

Global consolidation trend among exchanges is a very 
hot topic nowadays, and it is for a reason. It affects all of 
us in one way or the other, whether you are running a 
multinational organization and want to list in other 
markets or whether you are working as a 9-to-5 citizen 
who pays taxes, you are affected. Exchanges give/receive 
much of the nutrition to any financial market, and nu- 
trition, i.e., money does matter. 


LSE, Nasdaq could serve listing compa- 
nies that want to avoid meeting SOX 
requirements, and it would serve trad- 
ers who want to skirt the NMS (Na- 
tional Market System) rule as well. 
Besices, LSE remains the favorite 
destination for several other reasons, top- 
most among them being the fact that it 
dominates Europe's top financial center, 
which has won many foreign listings to its 
more lightly regulated junior market 
called Alternative Investment Market 
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(AIM) and has some of the best trading 
technologies in Europe. Moreover, the 
companies from emerging BRIC econo- 
mies are increasingly loeking for overseas 
listings. These companies may not be 
comfortable with the stringent US regu- 
lations and could get attracted to Euro- 
pean stock exchanges, including LSE. 


Consolidation frenzy 
In the past three morths, share prices 
of Nasdaq rose by 34%, and that of 


NYSE gained a hefty 62%. Shares of 
Chicago Board of Trade peaked by a 
handsome 37%. As the shares soared 
and the exchanges went public, they 
have evolved from cozy, club-like enti- 
ties to shrewd, hard-nosed companies 
with more focus on profits. Investors are 
feeling more secure to invest their 
money in the big-sized, cash-rich, 
merged stock exchanges. This changing 
investor mindset is stimulating the 
stock exchanges worldwide to opt for 
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consolidation. The Australian Stock 
Exchange (ASX) merged with its deriva- 
tives counterpart, the Sydney Futures 
Exchange (SFX), to prepare itself -o face 
tougher competition that might arise 
due to the consolidation trend in the fi- 
nance world. Similarly, the American 
Stock Exchange (Amex) is also mulling 
ever the idea of taking some concrete 
steps to expand its business. The Chi- 
cago Mercantile Exchange and the Chi- 
cago Board of Trade already agreed to 
merge in October 2005 to form the 
world's largest futures exchange. Ja- 
pan-based stock exchange, the Tokyo 
Stock Exchange has held discussions 
with LSE and Deutsche Borse fcr a po- 
tential merger. 

Earlier, in the month of November 
2005, Deutsche Borse was all set to 
merge with Paris-based Euronext, and 
the combined entity was supposed to 
merge with NYSE. But, Deutsche Borse 


Gains of consolidation 
There are some obvious advantages of 
consolidation in stock exchanges. Bigger 
exchanges can optimize economies of 
scale that drive down the average trad- 
ing expenses by wooing more traders and 
listing companies. The increased trading 
volumes help augment much-needed li- 
quidity in the stock exchange and in turn 
raise the prices of shares. According to 
Franklin Allen, Professor of Finance and 
Economics at Wharton, “At the moment, 
they (Europe) have far too many ex- 
changes. Clearing and settlement are 
not nearly as smooth as they should be, 
and financing costs are too high.” This 
type of market scenario, coupled with in- 
tensifying competition among the stock 
markets across the globe, has a compel- 
ling effect on the stock exchanges to opt 
for consolidation. 

If approved, the merged entity of 
Nasdaq and the LSE can benefit from a 


The increased trading volumes help augment 
much-needed liquidity in the stock exchange and 
in turn raise the prices of shares. 


abandoned its bid to merge with 
Euronext, thereby shelving the idea of a 
threefold merger, at least for the time 
being. The decision was taken on the 
assumption that targets supperted by 
both parties would not be achievable. 
This is not the first time. The German 
stock exchange had also made futile ef- 
forts to coax Borsa Italiana to form an 
alliance in order to entice Euronext to 
create a three-way Pan-European stock 
behemoth. 

In another development, the LSE 
has recently held discussions with 
India’s premier stock exchange, the 
Bombay Stock Exchange, about a pos- 
sible partnership, which could lead 
these two exchanges taking 
shareholdings in each other. Experts 
say that there are enough hirts in the 
market that in India too all regional ex- 
changes may be closed and thereby 
leading to only two all India stock ex- 
changes—the BSE and the NSE. 
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slew of synergies. The merged entity has 
the potential to create a single platform of 
multiple asset classes like stocks, op- 
tions, futures, commodities and corporate 
bonds across both the continents. The 
combined entity would likely create the 
world’s largest equity market by value of 
listed companies. According to a Nasdaq 
estimate, the merged entity would have 
6,400 companies listed on it with a total 
market capitalization of close to $12 tn. 
Nasdaq’s CEO, Robert Greifeld com- 
mented that the combined entity would 
"form the leading globa., cross-border eq- 
uity market platform, giving issuers the 
ability to dual-list simultaneously in 
London and New York. The combined en- 
tity will be well-positioned to lead further 
consolidation and compete effectively for 
the benefits of all market users." 


Losing a glorious past 
However, according to some analysts, 
the proposed acquisition could also mar 


LSE's glory as the premier global listing 
venue. The value of listings on LSE ($8 
tn) is almost double when compared to 
those on Nasdaq ($4.3 tn). They further 
opine that with more than 600 interna- 
tional companies listed on LSE to 325 on 
Nasdaq, LSE is definitely in a favorable 
position at least in terms of interna- 
tional listings. They fear that if the deal 
materializes, LSE could be plagued by 
stringent US securities law. “Whilst the 
Investment, Exchanges and Clearing 
Act effectively gives the Financial Ser- 
vices Authority a veto over any dispro- 
portionate rule changes, I have strong 
residual doubts over extraterritorial 
rules that could be made by US legisla- 
tors or the SEC (Securities and Ex- 
change Commission). Such rules could 
have serious adverse consequences for 
the cost of doing business in London for 
investors, issuers, broker-dealers and 
for LSE itself," commented London 
Mayor Ken Livingstone. Many analysts 
opine that this takeover bid is an ideal 
example of a relatively weaker competi- 
tive body trying to gobble a much more 
dynamic and proactive stock exchange. 
"It is the biggest single creator of wealth 
and jobs that we have. We can't take a 
risk," Livingstone further added. 


Consolidation is here to stay 

The soaring share prices of the stock ex- 
changes, increasing profits in stock 
business coupled with transition to 
electronic exchange, and the rise of de- 
rivatives have sparked an unprec- 
edented consolidation mania among 
the global financial exchanges. Stock 
exchanges across the globe have big 
plans to consolidate either domesti- 
cally or internationally to garner a larger 
pie of stock business and to emerge as 
global leaders. NYSE, Nasdaq, LSE, 
Deutsche Borse, Euronext, OMX, and 
TSE are all scrambling to consolidate at 
any cost to stay in contention. As the con- 
solidation spree gains momentum, the 
global stock markets are becoming 
charged up, paving the way for further 
consolidations. m 


- Amith Singh Sisodiya and Sanjoy De 
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With Zune, the Redmond giant looks to seriously challenge Apple's 
hegemony over the digital music market. Has the game reversed? 





"Microsoft's shameless imitation of the 
iPod is just one of many strategic 
shifts," cries the headline of an article 
in The Economist. That allegation is not 
baseless. Last November, as shelves at 
Wal-Mart and other big retailers got 
flooded with a new portable digital me- 
dia player, Zune, it did not take much 
time to realize that it is a desperate 
attempt by a desperate rival to snatch 
the market share. Zune bears a strong 
similarity to Apple's iPod. In a u-turn 
with its earlier strategy of building only 
software while leaving hardware to 
suppliers, the US-based giant, 
Microsoft chose to bundle hardware, 
software, and an online service together 
on its own. 

The initial sales report barring the 
first couple of days since its launch on 
November 14, 2006, gave enough room 
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to critics to write-off the product 
straight away. However, it would be a 
bit premature to write-off Zune, says a 
report in CNN.com. Quoting sales data 
from the research firm, NPD, 
Microsoft’s newest MP3 player took sec- 
ond place in the portable digital player 
market in its first four days of sales. It 
garnered 9% of digital player sales in 
the US market, according to NPD, re- 
placing the number two player 
Sandisk—iPod, the number one player, 
commands a huge 63%, whose models 
continue to dominate the market for 
MP3 players. “Apple’s iPods claimed 
five of the top ten spots on the list of 
most-purchased consumer electronic 
items sold through Amazon.com, and 
10 of the top 25 spots,” reported 
MarketWatch. It further said, 
“Amazon’s list of best-selling products 


showed just how strong a grip the iPod 
continues to have over the consumer- 
electronics market more than five years 
after the release of the first device." In 
comparison, Microsoft's Zune, despite 
heavy marketing, came in only at No. 75 
on Amazon’s list of 100 best-selling 
electronics, trailing items such as 
Apple's $29.99 iPod USB power 
adapter, at No. 65", said MarketWatch. 
"The 30GB video iPods are selling well 
(and appear to be immune to the 
Zune)... Apple's Retail Store is a clear 
differentiator and significant catalyst 
for further [market-share] gains and 
profit-margin expansion”, it quoted 
Deutsche Bank Analyst Chris 
Whitmore as saying in a recent re- 
search note. 

However, others like Ross Rubin, 
Director, NPD Group, feel that the ini- 
tial results are promising for Zune. 
“Considering it is a new brand, it’s a 
very good first-week showing,” he ex- 
pressed in an interview. The Redmond 
giant is not the one to give up easily, 
given the history of its old rivalry with 
innovation giant, Apple. Microsoft 
promises to take the battle further as 
it said that Zune is just the first of 
what will be an entire family of media 
devices. 

While it would be premature to haz- 
ard a guess on the outcome of the battle 
between the two giants, one thing is for 
sure: For Microsoft, it may not be as big- 
ger a product as Windows and Vista. 
However, Zune’s success would be the 
catalyst required to give the psychologi- 
cal boost to the company. 


Much ado... 

Despite the initial hype and aggressive 
marketing campaign by Microsoft, Zune 
has swiftly gone off-track with a sharp 
sales fall just after the first three days 
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The iPod is vulnerable, but it will take a well-orchestrated effort and a lot of 
funding to make a lasting dent in iPod's market. 


Recently, Microsoft's new Zune has hit the mar- 
ket. Before its release, the market felt that it 
could be an "iPod Killer". How well did it truly 
do against the iPoc? 
Bill Thompson: The first generation 
Zune player is an adequate music player 
with a good user interface, reasonable ca- 
pacity, good battery life, an unusual, but 
not in itself unattractive design, and good 
sound quality. It is not an “iPod killer" 
because the iPod has been through five 
generations of evolution and is now ex- 
tremely well-suited to the marketplace. 
However, it does not have to be an 
“iPod killer” as yet—it establishes 
Microsoft’s presence in the market, it gives it a seat at the 
table in discussions about the future of music distribution, 
and it provides Microsoft with a chance to build its own 
vertical market (music - Zune Marketplace — Windows — 
Zune player) and establish a relationship with consumers. 
Rob Enderle: It did reasonably well for the first two 
days, then sales dropped sharply. The first two days 
represented the potential weakness that the iPod has 
for any new and exclusive product, the following days 
showcased that Zune just wasn’t competitive. 


Microsoft has made its arrival in the portable music player busi- 
ness five years after the launch of Apple's iPod that has created 
a monopoly. Do yeu think Zune can beat iPod's monopolistic 
market? 





Bill Thompson 
Technology Columnist, BBC 


Bill Thompson: Zune is as closed as the 
iPod, so it is not directly a challenge to the 
closed ecosystem that Apple has built 
around iTunes/iPod. But Apple is not a 
monopoly; it's just a dominant player. 
There is room in the growing market for 
Microsoft and indeed for other players 
and, over time, Apple's market share will 
fall as people realize that they are locked 
into the iPod and decide they want more 
flexibility. 

Rob Enderle: Not the way it is, the iPod 
is vulnerable, but it will take a well-or- 
chestrated effort and a lot of funding to 
make a lasting dent in iPod's market 
share or it will take Apple making as a big mistake. 


Microsoft has entered into a deal with music companies and 
promises to pay royalties on Zune device business. How do you 
feel that Microsoft's strategy would go down with the music com- 
panies and also the consumers? 

Bill Thompson: This is a very bad precedent. Microsoft 
has offered a $1 per player royalty to Universal as a 
recognition that much of the music copied to music play- 
ers is unlicensed, because it comes from file sharing net- 
works or is ripped from other people's CDs. 

One way of viewing it is that an indication that 
Microsoft sees itself as weak in the marketplace. It 
could also be seen as a sensible move towards a "flat 
tax" model of royalties, where instead of individual 


of its launch. Even the brand image 
could not hold the interest of the observ- 
ers and has faded rapidly slipping from 
second position to fifth in the US mar- 
ket. *Microsoft's attempt to enter the 
iPod market faltered before the product 
even left the starting line," queted Lon- 
don-based Financial Times. The Zune 
case does show that in its battie to take 
on Apple's iPod and iTunes, power- 
house, Microsoft is getting a taste of its 
own medicine. 

In fact, it's not the first time that 
Microsoft has had a bitter experience. 
History speaks it all, apart from its core 
business (OS and Office business); it 
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never achieved any breakthrough re- 
sults. Before Zune, it was PlayForSure, 
Windows Smart Phene, Tablet PC, 
Network PC, Microsoft Reader and 
many more in the list of unsuccessful 
products. Rob Enderle, Principal Ana- 
lyst, Enderle Group, reckons “Microsoft, 
in recent years, spreads itself so thin 
that few of their projects outside of 
their core business work out well. Xbox 
was a marginal exception, but from 
Tablet PC, to UMPC, to the PocketPC, 
to WebTV, to MSN, to .... They just 
seem to sequentially underfund, un- 
der-resource, and under-execute and 
they are getting a really bad reputa- 


tion for over-promising and under-de- 
livering as a result.” 


Tough tunes 

Traditionally, Microsoft has always 
tried to stay away from hardware and 
stick to only software development. 
With the same approach, it developed 
music and video software called 
PlayForSure, a plot for beating Apple 
iPod by hurting its iTunes music store. 
In this attempt, Microsoft had invited 
the device makers to build devices for 
it and also the online stores to sell the 
content. Most of the companies like 
Dell, Samsung, and Creative made the 
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Microsoft's Zune 





copyright arrangements, music—and perhaps even 
films— would be distributed without restriction, their 
use tracked and then payments made to artists. How- 
ever, this seems unlikely to happen. 

Another way of considering it is as an attempt by 
Microsoft to disrupt the iPod market and persuade the 
record companies to go after Apple for simi- 
lar royalties on their player. This would cre- 
ate uncertainty in the marketplace and 
may even result in worries on the part of 
consumers that their use of the iPod could 
get them into trouble while it's legally safe 
to have a Zune. In this sense, it's rather 
similar to Microsoft's deal with Novell over 
Linux, where Microsoft has said it will not 
sue Novell Linux users. There is no real 





grated home media center—I can put movies on my desk- 
top PC and stream them over my wireless network to my 
TV via the Xbox360, and soon I'll be able to do the same on 
my phone or Zune player. 

Microsoft has shown in the past—with TV and mo- 
biles, and more recently with the Xbox— that it is willing to 
invest a lot of time, effort and money in ar- 
eas that it sees as important, and willing to 
try, fail, learn and come back again and 
again. It will do the same with Zune. Expect 
the third generation Zune, which will be 
launched in 2010 or so, to be a finely-tuned 
piece of technological excellence with every 
feature you could want, so perfectly adapted 
to work in a Microsoft-based world that ev- 
eryone who sees one will instantly wonder 


danger that ANY Linux users will be sued, why they put up with the inadequacies of 
but by acting as if this is an issue that the iPod for so long. That's the way 
needs to be resolved Microsoft creates un- Rob Enderle Microsoft do things. 

certainty in the open source world and also ™cipal Analyst, EndeleGIUD Rob Enderle: Apple took the market away 


promotes its chosen partner—here Novell. 

Rob Enderle: It played very well with the music compa- 
nies and may eventually turn into advantages in terms of 
unique content for consumers, but that last part remains 
an unfulfilled promise at this time. 


Do you think the Microsoft's vision of leading the digital media 
market sounds far-fetched? 

Bill Thompson: No. It’s a long-term goal, and Microsoft is 
good at long-term plays. They do not need to be a monopoly 
to be the leading player, and over time they have estab- 
lished a presence in the key areas away from the conven- 
tional desktop. Microsoft’s IPTV runs on millions of cable 
set-top boxes and provides conventional TV. Windows 
Mobile 5.0 is now found on PDAs and phones and works 
very well. The Xbox360 and Xbox Live provide an inte- 


from Creative Labs, S3, and Sony and the 
same can be done of them. However, it is never easy remov- 
ing a dominant player. Microsoft should know that inti- 
mately, having typically been on the other side of this, So 
far, they seem unwilling to make the effort to actually carry 
out their stated goal. 


Any other comments? 

Rob Enderle: Microsoft, in recent years, has spread it- 
self so thin that a few of their projects outside their core 
business have worked out well. Xbox was a marginal 
exception, but from Tablet PC, to UMPC, to the 
PocketPC, to WebTV, to MSN, etc. they just seem to 
sequentially underfund, under-resource, and under-ex- 
ecute, and they are getting a really bad reputation for 
over-promising and under-delivering as a result. 


players and various online music 
stores were built by Yahoo!, Napster, 
MTV and Rhapsody. However, even 
with such an ambitious collaboration, 
the Redmond major could not steal a 
bite off Apple’s market share; and crit- 
ics say that Zune could gain market 
share only at the expense of others like 
Sandisk and not iPod. Microsoft’s 
PlayForSure could not synchronize 
well with other devices, thus, leaving 
the field open for Apple to continue en- 
joying the growing market share. More- 
over, critics say, Microsoft failed to re- 
alize that iPod sales are high, not be- 
cause of iTunes music store (from 
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where the content is downloaded) but, 
in fact, the device itself is of high qual- 
ity, which rather supported iTunes 
business. 

After the PlayForSure fiasco, 
Microsoft is trying its luck with Zune, 
which is akin to Apple's iPod. Interest- 
ingly, this is the first time that any 
software company had launched its 
own Portable music player. The 30- 
gigabyte device priced at $250 made a 
shelf space at some notable stores like 
Wal-Mart and online stores such as 
Amazon.com. Microsoft has created, 
similar to iPod ecosystem, called Zune 
marketplace, an online music store ex- 


clusive for the Zune player where users 
can access the content in two different 
ways. One is through "Zune pass" 
where music is accessible as long as 
the subscription is active. *Microsoft 
points" is the other way, which is a 
stored value system. Here, the songs 
can be purchased for 79 points per 
track ($0.99). 


The missing chords 

While the Zune has advantage of either 
subscribe or buy options over Apple's 
iPod of buy only approach, it has a few 
drawbacks. Zune seizes its users with 
its Digital Rights Management (DRM) 
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software that causes the tracks to get 
erased from the list either after three 
plays or three days; whichever comes 
first. Further, the DRM is not compat- 
_ble to any other technology, not even 
the Microsoft's "PlayForSure" that 
many online music stores use. Added 
to it, Microsoft has recently an- 
rounced that its new product Zune 
does not currently work with its new 
cperating system, MS Windows 
Vista. Microsoft still did not get into 
the tune—“content is the king". Not 
only that, it is repeatedly losing the 
battle with a lot of restrictions, and 
provides very little content. Its online 
store lacks movies, TV shows and a 
very less choice of music available. 
Critics further say that as long as the 
illegal file stores exist, the DRM model 
of Zune and PlayForSure will not do 
well in the market. 


The Battle of bands 

It is the battle of bands between the 
two techno giants— Apple and 
Microsoft. Both the companies claim 
that their technology is the ultimate 
music accessory. So far, iPod has domi- 
nated the market, whereas Zune has 
had only the modest success. While the 
experts feel that Zune is the mock-up of 
iPod, the features and functioning 
place them apart. Zune scores over 
iPod for better audio and video quality. 
"Its a chunky, resilient player, with 
none of iPod's flash, but all the same 
basic moves. Plus, the Zune's got a few 
extra tricks up its sleeve, like wireless 





. FineTune? 
| iPod Sales 
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song sharing and a larger screen. 
Sounds like someone's ready to 
rumble," comments Canada.com. So 
where does Zune outscore iPod? The 
website adds, *Not the shape, which is 
just like the iPod, but bigger. It does 
have a 3-inch LCD screen —compared 
to iPod's 2.5 inches — with a 320x240- 
pixel display." Further, it says, “the 
fight really takes shape when it comes 
to playing one's favorite tunes. Here, 
the Zune delivers a powerhouse right 
hook in the form of simple music shar- 
ing. Users can actually share songs 
wirelessly with other Zunes nearby; 
and quickly, too." 

However, despite technical merits, 
Zune suffers on several fronts. First 
and foremost, it is quite bulkier than 
the 30-GB iPod. Further, it also 
doesn't offer the range of colors offered 
by its biggest rival. Zune is available 
in only black, white, or brown, which 
won't be nearly as popular with 
fashion-conscious teens, says 
Canada.com. Another problem the 
site says is related to sharing among 
users. “For the sharing to be of much 
value, though, there have to be other 
Zunes in range," comments the 
website. However, it adds that judg- 
ing by the response so far from the 
Windows-centric IT community, this 
might happen sooner than we think — 
at least in some circles. 

Microsoft forecasts that Zune could 
see sales of more than 1 million units 
by June 30, 2007. Even McGurie of the 


research firm Gartner sounds quite op- 
timistic as he told FT, "Somewhere 
around version three, they [always] get 
it right." 

Indeed, Microsoft has a history of 
keeping some unveiled strategies for 
its new versions that always distin- 
guishes it from its rivals. No guesses, 
even this time, it has an exceptional 
line-up of movie studios and TV con- 
tents that is made unavailable in its 
current Zune device, and definitely this 
could be one ofthe added features in its 
new versions. *Microsoft has shown in 
the past— with TV and mobiles, and 
more recently with the Xbox— that it is 
willing to invest a lot of time, effort and 
money in areas that it sees as impor- 
tant; and willing to try, fail, learn and 
then come back again and again. It will 
do the same with Zune", says Bill Th- 
ompson, Technology Columnist, BBC. 
"Expect the third generation Zune, 
which will be launched in 2010 or so, 
as a finely-tuned piece of technologi- 
cal excellence with every feature vou 
could want, so perfectly adapted to 
work in a Microsoft-based world that 
everyone who sees one will instantly 
wonder why they put up with the inad- 
equacies of the iPod for so long. That's 
the way Microsoft do things," he adds. 
However, looking at the other side of 
the coin — no one can get it right all the 
time. Even McGuire deems it simi- 
larly, “I’m not sure they [Microsoft] 
have that sort of time, given the speed 
of iPod product development,” he 
adds. 

However, before it could dream of 
closing in on its béte noire’s super sell- 
ing iPod, it would have to step the gas 
and find ways to improve upon its ex- 
isting offering. Surely, iPod vs. Zune 
just signals the beginning of another 
round of battle between two of the best 
technology companies in the world to 
be fought on the platform of innova- 
tion. Digital music lovers watch with 
bated breath on who will get the MP3 
crown. 


-Amit Singh Sisodiya and Kavitha Putta 
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Taiwanese Hardware Makers 


India Bound 


CS 





Taiwan’s hardware manufacturers look all set to make India their home, 


dumping China in the process. 





Since Taiwan is an established 
manufacturing hub in the semicon in- 
dustry, we see a great potential to 
outsource 4 host of requirements ranging 
from chip design, testing and packaging 
and embedded software to developing IPs 
(Intellectual Properties) from our Indian 
counterparts. 

- TA Wu 
President, Taiwan Semiconductor 
Industry Association (T'SIA) 


or long, India has been basking 
in the software glory while hard- 
ware has remained a poor 
cousin all along. But the country's hard- 
ware scer ario is soon going to bechanged 
as the Taiwanese hardware manufac- 
turers, renked as one of the best in the 
world, loek at India to make it their new 
manufacturing hub. The big brothers of 
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Hsinchu Science Park of Taiwan have 
asked their industry counterparts in In- 
dia to join hands with th»m. The idea got 
mooted when Institute for Information 
Industry (III) of Taiwan inaugurated 
their first offshore development center in 
Chennai, May 2006. They are planning 
for an investment worth $1.5 mn in the 
first year and by the en4 of 2008 that is 
expected to touch $6.5 mn. Their move 
was soon followed by tne visit of a 19- 
member team of Taiwan Semiconductor 
Industry Association (SLA) to explore 
manufacturing opportunities for chip de- 
signing and embedded software and to 
get acquainted with the present regula- 
tory and infrastructure scenario in India. 
Taking the first step in that direction, 
Rick Tsai, President and Chief Execu- 
tive of Taiwan Semiconductor Manufac- 
turing Co. (TSM) announced an invest- 


ment of $2.6 bn to $2.8 bn in chip opera- 
tions. If other Taiwanese hardware 
makers too join TSM and in their foray 
into India, it could put the local hard- 
ware industry on the global hardware 
map in a big way. 


Come home to India 

India is not new to Taiwan's manufac- 
turing firms, as some of them like 
D-Link, ASUSTeK Computer Inc., and 
Acer India have already pitched tent. 
But it paled in comparison to their ex- 
cellent rapport with China. Hence, 
while China accounts for 30% of 
Taiwan's external trade, India has 
managed to reach a meager 0.67% till 
date. Moreover, in contrast to Taiwan's 
investment in China—a robust 
US$200 bn, India stands nowhere with 
a figure of just US$116 mn. But the 
small island is now paying for the Chi- 
nese favor, as it is feeling the heat of 
increasing competition from Chinese 
manufacturers. China is now flexing its 
hardware muscles powered by the long- 
earned manufacturing skill from Tai- 
wanese companies there. 

Sensing the danger, Taiwan is look- 
ing to shift its focus to software servic- 
ing, which according to G J Huang, 
President, IIT, “Is no longer about the 
nuts and bolts, rather about the bits 
and bytes in the new world, and Taiwan 
needs to learn this language." And they 
found none other than India as just the 
right partner to join hands with. The 
move was also necessitated in the wake 
of the growing political tension between 
Beijing and Taipei, which is inducing 
Taiwanese hardware companies to find 
out a separate identity rather than act- 
ing as OEMs (Original Equipment 
Manufacturers) under the Chinese 
brand name. *I think they have realized 
it is time now that they start looking at 
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Taiwanese Hardware Makers 





According to the Taipei World Trade Center, about 60 Taiwanese companies have 


already set up bases in large Indian cities. 


What factors, do you think, is triggering this move in India's 
favor? 

We do believe that India and Taiwan have a lot of lever- 
age to gain from each other. We reproduce below what 
we see as "India advantage". 

India's Advantages 

* Strong economy: The fourth largest in the economy 
by GDP and PPP; GDP grew by 8.4% to US$759 bn; and 
cumulative FDI inflows are US$42 bn. 

* India is young and talented: Sixty percent of the 
population are under 30 years; India produces over 3 
million graduates; largest number of engineers is 0.6 
million p.a.; and large number of scientists and re- 
search bases is 0.1 million p.a. 

* Fastest growing ICT market: ICT industry in 2005- 
06 is US$37 bn and expected to grow by US$118 bn in 
2010-11; the number of mobile users in India is 136 
million and expected to grow by 500 million in 2010. 
Lowest ARPU in the world. 

* India is the third most attractive investment des- 
tination: A T Kearney Business Confidence Index, 
2004, up from sixth most attractive destination in 2003 
and 15“ in 2002; India is also the second most attrac- 
tive destination for manufacturing; most preferred des- 
tination for services—A T Kearney's 2005 Global Ser- 
vices Location Index. 

Taiwan's Advantages 

* Taiwan is the world No.1 in production share of 
ICT products: Motherboard, LCD Monitor/Panel, CDT 
Monitor, Notebook, PDA, DSL CPE, IP Phone, Cable 
Modem, WLAN NIC, WLAN AP, Server (System & 
Motherboard), VoIP router, and Switch. 


- $S Raman 
President, TVS Electronics Limited 


Taiwanese Companies are Already in India 
According to the Taipei World Trade Center, about 60 
Taiwanese companies (from all sectors) have already 
set up bases in large Indian cities—Mumbai, Delhi, 
Chennai and Bangalore—of which as many as 30 are 
EMCs: For example, major companies like Gigabyte, 
Foxconn, TPV Technology Ltd., etc. 


What are the stumbling blocks do you see in India of becoming a 
hardware hub for Taiwan? 

The usual issues of infrastructural development and 
our inability to cope up with huge demand of skilled 
manpower and need for immediate redressal. 


Do you see any Taiwan company, who has taken investment 
decision after the recent visit of TSIA? 

Star Technologies Inc.: Choon-Leong Lou, President 
and CEO of Star Technologies Inc., a leading Taiwanese 
semiconductor firm with presence in China, Japan, 
Korea and Singapore, said his company would be will- 
ing to invest in India or collaborate with Indian semi- 
conductor firms to build a Supply Chain Management 
(SCM). 

TPV Technology Ltd.: The Taiwan-based $5 bn moni- 
tor manufacturer is likely to start rolling out panels in 
India soon. 

AsusTek Inc.: Computer solutions provider, 
AsusTek Inc. has announced plans to expand its pres- 
ence in India. The company has plans to move to a 
larger base in Mumbai in the first quarter of 2007, 
and will invest Rs. 10 cr in the first phase of this 
expansion plan. 


India as a risk-mitigating destination,” 
said Vinnie Mehta, Executive Director 
of the Manufacturers’ Association for 
Information Technology (MAIT). Alter- 
natively, George Liu, a member of the 
Taiwan delegation hopes that competi- 
tion from India may force China to treat 
Taiwan’s business in a better way. 
The areas of collaboration sug- 
gested between India and Taiwan in the 
semiconductor space include design, 
verification and synthesis, wafer fabri- 
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cation, packaging and testing. Aca- 
demic collaboration between universi- 
ties in India and Taiwan has also been 
suggested to facilitate training and re- 
search activities. 

Historically, despite its weak infra- 
structure and low PC penetration, India 
has attracted a pool of Taiwanese inves- 
tors long since. According to Indian Semi- 
conductor Association (ISA), around 30 
Taiwanese companies have already es- 
tablished their footprints in India and 


most of them are in IT manufacturing. 
But in recent years, what inspires them to 
favor India is the vast opportunity. "The 
growth in the Indian market is attrac- 
tive," notices TSIA President, T A Wu. A 
joint study by MAIT and E&Y reveals 
that the Indian hardware industry, cur- 
rently standing at $4 bn in FY 2005-06, 
has the potential to reach the size of $62 
bn by 2010, comprising a $37 bn of prod- 
ucts and assemblies for domestic market 
and $25 bn for exports. A Frost & 
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INTERVIEW 


Taiwan is looking for investment and joint venture opportunities in India mainly in 
areas of research and development, design and testing. 


How do you view the increasing interest expressed 





* Currently, around 30 Taiwanese enter- 
prises have already established operations 
in India and most of them are IT manufac- 
turers, including MediaTek, Via Technolo- 
gies, BenQ and D-Link. 

* The Indian semicon industry comprises 
semiconductor and embedded design, elec- 
tronics equipment manufacturing and 
semiconductor manufacturing. Though 
India still plays a negligible part in manu- 
facturing, the study estimates that Indian 
firms will generate $4.5 bn revenue by 
2015. As one of the major IC producers in 
the world, the Taiwanese semicon industry's revenue is 
expected to be about $60 bn by 2010 from $20 bn in 2005 
* Academic collaboration between universities in India 
and Taiwan to facilitate training and research activities. 
* The delegation from Taiwan came to recce the invest- 
ment environment, look at some of the industrial parks 
and special economic zones in different geographic re- 
gions, see the transport and other infrastructure facili- 
ties, learn the government incentives and regulations, 
and study the outsourcing service potential and the skill 
levels of the prespective employees. 

* According to Institute for Information Industry (III) at 
Taiwan, “Currently, the trade between India and Taiwan 
is $2.5 bn, which means India accounts for only 0.67% of 
Taiwan’s external trade and Taiwan accounts for 0.87% 
of India's external trade. Taiwan has invested only $200 
mn in India till date. China aecounts for more than 30% of 
Taiwan's external trade and Taiwan has invested $200 
bn in China. This wide gap shows that there is a huge 
opportunity for Taiwan to explore investment options in 
India. In future, [India will receive huge investments from 
Taiwan. The cost of manufacturing in India is lower than 
China and the quality is also better. 


What factors do you think are triggering this move in India's favor? 
* Recognizing India's core strengths in the two areas of the 
semiconductor triple play — design capabilities and soft- 
ware development, including EDA (Electronic Design Au- 
tomation) tools— major Taiwanese chip and electronic 
hardware manufacturers are keen on tie. 

e Reasons for Taiwan’s interest in India —(1) they want to 
diversify their investment options. Currently, the bulk of 
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Poornima Shenoy 


President, 





their investments are in China with 
smaller ones in Vietnam and Malaysia. (2) 
Taiwan and India complement each 
other— Taiwan has expertise in hardware 
and manufacturing, while India is strong in 
software and systems design. (3) Having a 
manufacturing base in India would make it 
easier for Taiwanese companies to meet the 
demand for their products in the Middle 
East and Eastern Europe. India is closer to 
these markets than China, so the time to 
deliver is less and freight costs are lower by 
20%. 








A G5 


India Semiconductor Association 


To what extent will India be benefitted by such a 
move in the global hardware landscape? 

* [ndia has evolved as a design hub while Taiwan is a 
manufacturing major. Both countries are now trying to 
move up the value chain and can partner each other on this. 
* Taiwan can offer experienced domain knowledge and 
experts from areas of IC design, wafer fabrication, IC 
testing, packaging and assembly, EDA tools, factory 
automation, etc. India has a large local market for elec- 
tronics consumption while it also has a tremendous tal- 
ent pool. So, there is a huge opportunity for partnering 
between the two countries. 

* Taiwan is looking for investment and joint venture op- 
portunities in India mainly in areas of research and devel- 
opment, design and testing. 

* Collaboration between India and Taiwan is needed to 
compete with North America and Japan for high-profit- 
ability products. Taiwan cannot survive as a small or me- 
dium-sized company anymore if they want to compete in 
the global market. 


What are the stumbling blocks for India becoming a hardware hub 
to Taiwan? 

* For semiconductor investment to happen, there needs 
to be good public infrastructure in the form of water, 
power and transportation. 

* Culture and communication are the big issues that 
need to be tackled between India and Taiwan. 

* The bigger challenge to the seismic shift of Taiwan 
from China to India is the cultural issue. Taiwan and 
China share a common cultural heritage which Taiwan- 
ese companies are not able to get in India. But, there is 
a solution in terms of joint ventures and co-investment 


evolving. 
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Taiwanese Hardware Makers 


Sullivan's estimate says that the total 
design market in India is worth $3.25 bn 
with embedded software comprising 
78%, and is expected to grow to $43 bn by 
2015. The projection is based on the 
amazing growth rate recorded by the In- 
dian companies in recent years. For in- 
stance, in sharp contrast to a miserable 
performance in 2000-01, desktep ship- 
ments went up from 1.9 million units to 
4.6 million units in 2005-06. The annual 
sale of notebooks grew by 144% to a 
whopping 431,834 units, growing at a 
CAGR of 76%. 

Indeed, a huge market remains un- 
tapped as PC penetration among 
small businesses in India is very low, 
standing at the rate of 22%, as com- 
pared to China's 33% and Philippines’ 
24%. The low penetration previously 
posed as a constraint, but now proves 
to be a blessing in disguise for setting 
up new ventures. This is also driven by 
the recent boom in IT and ITES indus- 
try, which has driven the demand for 
PCs manifold. 

Further, a sizable chunk of the de- 
mand is coming from the e-Governance 
programs of the governments and the 
rapid pace of computerization of the 
branches of public sector banks in the 
last five years. Another incentive as 
Huang points out is that “Labor is get- 
ting more expensive day-by-day, so we 
feel the need to move away", where 
India provides an excellent alternative 
as “In India, labor cost is less expensive 
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and government policies are also be- 
coming favorable” adds Huang. 


Beating “hardware” bugs 

The prospects, though bright, are over- 
shadowed by a number of roadblocks 
ranging from lack of local availability of 
input raw materials to ever-changing 
government policies, inconsistent sales 
tax structures in different states to high 
interest rates, customs duties on capi- 
tal goods to poor infrastructure, and in- 
ordinately long and variable transit 
times which add to uncertainty and re- 
sult in delay and increased costs. “The 
main reason why companies prefer to 
locate their manufacturing operations 
in China is because customs processing 
in China is much faster” explains 
Manoj Churra, Country Manager - 
Manufacturing, IBM India. Also, as per 
the government regulation, products of 
hardware manufacturing units in an 
SEZ area are meant for export only and 
can’t be sold in the local market. In con- 
trast, mainland Chima serves as the 
major market for Taiwanese hardware 
companies so that they need not to look 
beyond China both for production as 
well as selling new products. Earlier, 
these factors prevented Taiwanese 
companies to think o^ partnering with 
India, since they not only hurt Indian 
manufacturers like Moser Baer, but 
also companies like D-Link. Accord- 
ingly, the companies could not show a 
strong profit growth. While, D-Link pic- 
tured a consistent decline in net profit 


from Rs. 313 mn in 2003-04 to Rs. 286 mn 
in 2004-05 to 232 mn in 2005-06, Moser 
Baer experienced a net loss ol 
Rs. 46,661,155 in the current year. 
Truly, “India needs to create a full eco- 
system like (was) created in Taiwan" 
feels Wu of TSIA. Nonetheless, the re- 
cent talent crunch faced by India's well- 
known tech firms like L&T InfoTech ag- 
gravates the crisis furthermore. The 
companies are left with no option but to 
pay high wages to attract employees in 
fished-out talent pools. What's more, 
the leading research firm McKinsey & 
Co., predicts that the Indian IT indus- 
try could face a deficit of 500,000 work- 
ers in 2010, undermining its attractive- 
ness as a favorite investment destina- 
tion. Against this complex backdrop, 
the proposed investments announced 
by Taiwanese companies may turn out 
to be a distant dream to be realized. 


Booting for success 

However, the Indian Government, of 
late, is ready to set off with a handful of 
planned investments. The Andhra 
Pradesh State Government has identi- 
fied 1,200 acres of land for promoting the 
hardware sector to woo companies, along 
with plans to set up a few SEZs for IT 
companies. Among these, a 300-acre site 
has already been earmarked for a tech- 
nology SEZ close to its Hardware Park 
and Fab City projects near Hyderabad. 
Also, in the neighboring Karnataka, 
1,400-acre hardware park is just coming 
up at Devanahalli near the upcoming in- 
ternational airport in Bangalore. They 
are also considering easing off the regu- 
lations needed to set up hardware indus- 
tries. Such a shift in paradigm is sure to 
encourage the Taiwan giants such as III, 
TSM, who have already made their in- 
vestment public, to set up manufactur- 
ing establishments in India. Nonethe- 
less, in view of India's stringent govern- 
ment policy, lack of infrastructure, and 
inadequate planning, the country has a 
long way to go to substitute China as an 
alternative manufacturing hub for Tai- 
wanese hardware manufacturers.m 


— Amit Singh Sisodiya and Madhuparna Chakraborty 
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The Hyde Act 


Much Ado about Nothing! 


I f Walter Bagehot was right in what he said— "one of the 

greatest pains to the human nature is the pain of a new 
idea" —then the Inco-US nuclear deal did cause an enormous 
amount of pain to our nuclear scientists — both present and past. 

It, however, did a great dea! of good to the country. It is 
heartening that for the first time in the history of indepen- 
dent India's 60 years that the elite ef the country has come out 
into the public debating an issue that is a matter of great 
concern for the country as a whole. Three cheers to the nuclear 
scientists and the club of former foreign secretaries who also 
did expound the deal more vocally and rightly. One only prays 
and hope that this newfound spirit kindled by these national- 
ists would in course of time pervade whole of India involving 
everything that matters for the good of Indians. 

Coming back to the nuclear deal what is it that is in the 
Hyde Act which is stirring up so much noise across the country? 
the Government of India, having agreed to 
implement its side of contract — separation 
of civil and military nuclear facilities; place- 
ment of civil nuclear facilities veluntarily 
under International Atomic Energy Agency 
(IAEA) safeguards; confinemert to its uni- 
lateral moratorium on nuclear tests; not en- 
gaging in the transfer of nuclear technology 
to others and subject its civil nuclear facili- 
ties for IAEA inspections perpetually—is 
naturally expecting the US to honor its com- 
mitments under the agreement fully. 

As the Prime Minister said to the Par- 
liament, India is looking for a “complete and irreversible re- 
moval of existing restrictions imposed on India through iniq- 
uitous restrictive trading regimes over the years." As against 
India's expectation of "technology transfers pertaining to civil 
nuclear energy — ranging from nuclear fuel, nuclear reactors. 
to reprocessing spent fuel", the recently signed Hyde Act, to 
our dismay, deviated significantly from the July 2005 agree- 
ment. And this obviously has caused a great consternation 
among our nuclear scientists, and rightly too. 

The major source of consternation under the Hyde Act 
rests on: one, the ambiguity about India's access to *enrich- 
ment and reprocessing technology”; two, the requirement of 
case to case approval for India to reprocess the spent fuel 
resulting from the imported uranium from the US; and, three, 
the provision for termination of nuclear cooperation in the 
event of India conducting nuclear test and the consequent 
need for it to return all the equipments and materials already 
imported under the deal. The Hyde Act also wants the US to 
“encourage India to identify and declare a date by which India 
would be willing to stop production of fissile material for 
nuclear weapons unilaterally or pursuant to a multilateral 
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moratorium or treaty." The Act also envisages that we should 
work in consort with the US on proliferation and disarma- 
ment issues. All these restrictive provisions obviously— as 
Placid Rodri Guez, former director, Indira Gandhi Centre for 
Atemic Research observed — sound as “an affront to the self- 
respect and sovereignty of India". The scientists are of the 
opmion “that India must not directly or indirectly concede our 
right to conduct future nuclear weapon test, if these are found 
necessary to strengthen our minimum deterrence." 

Of course, that is not end of the story for it has the other 
side, which equally merits our critical consideration. The 
government agencies are not really perturbed about many of 
these provisions for they opine that such language is com- 
mon in drafting an Act. On the other hand, America's waiver 
of its three fundamental requirements —one, a country hav- 
inz not exploded a nuclear device; two, agreeing to place all 
its nuclear facilities under safeguards; 
and three, not involved in developing 
nuclear weapons—that a country must 
fulfill for the US to entertain nuclear com- 
merce with it. If looked at from the per- 
spective of critics —both from the US and 
out side US— who condemned the deal as 
a tacit acceptance of NPT's irrelevance, it 
merits all the praise. Whether it deserves 
appreciation or not is, of course, not that 
important here but what matters most 
here is the fact of the Act freeing India 
from technological apartheid that it suf- 
fered for almost three decades. ` 

The US, on the other hand, claims that the Act is a corner 
stone of not only deepening strategic relationship between 
India and the US but also an opening for doubling the trade 
between the two countries. And they have a point, which we 
must concede. In an increasingly globalizing world, there is 
perhaps little room for ‘nuclear deterrence’ and more for shar- 
ing technology of all kinds that ushers in economic growth and 
tnat is what we could certainly profit from this Act. 

There is yet another argument in favor of the deal: in nego- 
tations we cannot and in fact should not expect that every- 
thing we longed for would fall in our lap, for we cannot ignore 
that the other side to the negotiation is equally a sovereign 
country having its own legitimate interests. So, what we could 
at best look for is a ‘win-win’ outcome and then, to leverage on 
it for bettering the outcome, as we advance. 

That's where a country's statesmanship lies! And good 
that it is currently in exhibition aplenty.m 
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Is Living Together 
a Serious Challenge? 


Must have been. So only, so many myths and rituals were invented as an 
essential glue to keep the tribe together. But in course of time, the glue became 
so strong that people started believing that only they are great, their race is 


great, their religion is great and their's is the most valued faith in the eyes of. 


God. This dictum would have ruled the roost for millions of years. 

Then suddenly emerged the concept— *modern societies". Man somehow 
started probing for “enlightenment”. This has obviously brought him out of his 
self-imposed nonage. He started questioning himself: *Who am I?" "Where from 
have I come?” “Whence am I going?" The result is: he started learning about 
himself without other's guidance. With this new found “courage” he could see the 
*diversity" all around him and over a period of time, within his own ilk. 

As science advanced, he started valuing the “diversity” as the very essence of 
biological evolution. In the course of time, every biologist came to know that 
human beings differed in their hereditary outfits. Thus, came into existence the 
whites, Aryans, negroids, mongoloids, etc. Each was of course found to be the 
*best-fit" to realize their full potential in the geography where they evolved. 

Then came the psychologists on the same. They have shown further diversity 
—extroverts and introverts— within the mankind. Any amount of education or 
persuasion is found unfit to make the extrovert understand the introvert. Simi- 
larly, a non-initiated hardly understood a Ramanujam, a Thyagaraja or a 
Mozart. Nevertheless, Homo sapiens progressed a lot— diversity being at the 
center of their *collective achievement". 

This automatically made “tolerance” and “understanding” complementary 
to “diversity”, because without diversity there is no evolution and without toler- 
ance and understanding, diversity cannot exist. 


Tolerance and understanding are not only found to be essential for diversity - 


in nature to succeed but also for one’s own “self”. This understanding raised the 
fresh question: why we judge others’ actions as wrong? This led to a new realiza- 
tion—realization about how our minds work. This in turn paved the way for 
discounting our own prejudices. Obviously, it consolidated our faith in life and 
its survival, through reforming ourselves. 

However, this knowledge of himself occasionally gets blunted. The result is: 
“Will to continuously live in a state of grace” becomes the victim. One such 
incident—where the human animal of bigotry and prejudice was at its best 
display—is caught by the hidden TV cameras of the Big Brother show. And 
thanks to the channel management, it made that “reality” public by broadcast- 
ing it. But the reality which was so “real” that it outraged the conscience of every 
civilized human being, drawing many of them on to the roads, is of course a 
different matter. 

What is important here is the utmost “faith” and the “optimistic outlook” 
that the channel authorities had on the mankind to reform itself by broadcast- 
ing the reality—incivility of the so-called celebrities. It is of course a different 
matter that some questioned the wisdom of channel authorities for airing it, as 
it is a pretty offence. 

This reminds us of what Julian Huxley once said: “We can never reduce our 
principles to any few simple terms. Existence is always too various and too 
complicated.” Lo! We are back to square one. But all is not lost, for we can 
always “supplement principles with faith.” 

“Faith” in the abundance of life and its progress can always take us forward. 
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TRAI would closely monitor market developments on roaming and if perceptible 

competition evolves in the market, it would revisit the issue and even consider forbear- 
ing roaming tariffs. 

—Nripendra Misra 

Chairman, TRAI 


The size end scaleof the industry has grown; though the growth may be less, it's on a 

bigger base. And the industry is on track to reach the targeted $60 bn in software and 
services exports by 2010. 

— Kiran Karnik 

President, Nasscom 


I am in favor of export obligation on the units in SEZs. Section 5 of the SEZ Act has 
already provided for it. Only clarification is needed. 
— Kamal Nath 


Commerce Minister 


Even with crude at $50 a barrel, oil sovereigns would still be channeling some 
$300 bn of savings annually into global financial markets. 

-Ramin Toloui 

Fund Manager at Newport Beach, 

California-based Pimco, a unit of Germany's Allianz SE 


The demand for diesel cars is growing in India, and Suzuki Motor Corporation and 

Maruti Udyog have made major investments in diesel facilities to serve customer 
needs. 

—Jagdish Khattar 

Managing Director, 

Maruti Udyog, on the occasion of 

launching the diesel version of Swift 


Ultimately, inflation is a monetary phenomenon and it is influenced by supply side. 

Hence, the Ministry of Finance is in touch with both the RBI and the Ministry of 

Agriculture & Consumer Affairs. We will watch the situation carefully and take what- 
ever steps [that are] required to betaken. 

—P Chidambaram 

Finance Minister, India 


We project India's potential or sustainable growth rate at about 8% until 2020. The 

implication is that India's contribution to world growth will be even greater (and 
faster) than implied in our previous BRICs research. 

— Goldman Sachs Global Research 

in its recent paper, also projecting India to overtake the 

US as the second largest economy in the world by 2050 


The risk perception of our clients about offshoring has reduced even further, and now 

they are quite comfortable with having several thousand employees of theirs working 

in Indie, through various partnerships or through their own units. So, I think, the risk 
perception in the mind of the global CEO has come down. 

-Nandan Nilekani 

CEO, Infosys 
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Indian Retailing Sector 





The continued economic development and the growing middle-class have 
fortified the position of organized retailing in the country. 


— Shushmul Maheshwari, Head, RNCOS 





e Indian retail sector is highly 
fragmented in nature and has 
the highest retail density in the 

world. A broad consumer base and an 
ever-increasing population have given the 
necessary push to the Indian retail indus- 
try to grow prodigiously. But the unorge- 
nized structure of the retailing was un- 
able to tap the real potential ofthe Indian 
retail market. However, the continued 
economic development and the growing 
middle-class have fortified the position of 
organized retailing :n the country. 

Retailing is an important segment of 
any economy, both in relation to GDP con- 
tribution and share in total employment. 
The segment is labcr exhaustive and con- 
tributes considerably to raise the em- 
ployment level. The opportunities and 
scope for more employment in retailing 
sector can't be over accentuated. Cur- 
rently, retailing is a new concept for the 
Indian market and is largely disorga- 
nized. Only 3% of the total retailing sector 
comes under organized retailing. 

With the shopping mall culture 
catching up in the metros and plans of 
around 150 new malls slated to be 
launched by 2008, the retailing sector is 
poised to boom in the country. The de- 
partmental stores are growing at 24% 
annually. In the last two decades, the 
share of supermarkets in grocery and 
food has been multiplying. 


Opportunities 

By 2010, the Indian retail sector is an- 
ticipated to become a Rs. 12.5 tn mar- 
ket. The share of organized retailing is 
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supposed to jump to about 10% from the 
existing 3%. The anticipated staggering 
growth in the organized retailing pro- 
vides opportunities to both established 
and new players to expand in the mar- 
ket. These opportunities are: Develop- 
ment of successful and profitable retail 
formats; expansion beyond geographical 
boundaries; vertical integration. 

The opportunities are discussed below: 
w Organized retail has the urban 
high-income group as its customers. On 
the other hand, unorganized retail 
serves its traditional client base with 
low income and rural customers. The 
organized retail sector is trying to grab 
the share of the unorganized sector by 
focusing on rural India that forms two- 
thirds of the unorganized sector. Cap- 
turing the rural customer base can ex- 
ceptionally spike the organized sector's 
share in the Indian retail market. The 
rural market is not less attractive than 
the urban market as there are around 
1.6 million households in rural India 
that come under the hign-income group. 
Moreover, rural areas have the capabil- 
ity to spend around Rs. 700 bn on 
FMCG products. FMCG products ac- 
count for 53% of the rural market. As 
per an estimate, the number of middle- 
and high-income households in rural ar- 
eas of India would rise to about 111 mil- 
lion and rural India would be double the 
size of urban India by 2007. 

This appears a possibility in the fu- 
ture as the growth graph of the 
Indian retail industry is heading north- 
wards. Also, the organized retailers are 


Opportunities and Challenges 


eyeing organic growth than the coali- 
tions, as setting up business in rural 
areas will lead to better understanding 
of rural consumers. 

u Organized and unorganized retail 
players are joining hands to fill their 
pockets with profits from the retail 
market. In the long-term, the Indian re- 
tail market will thrive further. The di- 
rect trade between retailers and manu- 
facturers will give full control to retail- 
ers on prices. Since retailing is done in 
large volumes, the price margins will 
provide retailers with the opportunity 
to shape their products as per the mar- 
ket inclination. 

The following factors would be the 
added advantages for the organized re- 
tailers to form an alliance with unorga- 
nized retailers: Better penetration in the 
rural segment and low-income class; 
knowledge transfer regarding the cul- 
tural and regional disparities; utiliza- 
tion of the existing network and also con- 
sumer relations of the disorganized re- 
tail sector. 

m The retail sector generates more 
than 10% of the GDP and is the second- 
largest source of employment. Chang- 
ing lifestyle and rising disposable in- 
comes are driving the growth in the 
Indian retail industry. The sector is ex- 
pected to record a magnificent growth in 
the coming five years. Favorable demo- 
graphics will further boost the growth. 
= The Big Daddy of the retail world, 
Wal-Mart is soon going to land in the 
Indian retail market. The titan is sup- 
posed to launch hundreds of Wal-Mart 
superstores across India in five years 
from 2007 in collaboration with its 
Indian partner Bharti Enterprises. 
This deal is the first large-scale entry of 
a multi-brand retailer in the burgeon- 
ing Indian retail market. 

u The Indian retail sector is antici- 
pated to reach the level of $637 bn by 
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2015 from $300 bn in 2006. Moreover, 
large-format retailers are expected to 
raise their share to 18% from 3% in five 
years. Thus, industry experts are of the 
view that leading players in the Indian 
market would gain anything between 











== $10 bn and $50 bn within a period of 10 


a years. These statistics are acting 
. 88 bait to attract global biggies to the 
= Indian retail market. 


. Challenges 


D Unorganized retailing is so called be- 
.. eause of the fragmented real estate sec- 
. tor, inefficient upstream processes, poor . 


— infrastructure, lack of advanced technol- 
ogy, absence of proficient manpower and 
inadequate funding. Hence, organized 
retailing should be promoted. However, 
the new retail concepts like convenience 
stores and hypermarkets have not yet 
developed completely. Hypermarkets 
have amplified through large cities in 
India, but their share is still not very 
impressive in the organized retail sector. 

Rise in fuel prices: The hike in fuel 
prices is reflected in the price of retail 
goods as the goods depend on road 
transport for mass supply and distribu- 
— tion. The wide geographical expanse of 

India multiplies the effect of hike in fuel 
prices. The organized retail sector with 
centralized distribution channel will be 
influenced by the rise in fuel prices. 

Infrastructure constraints: Cur- 
rently, highway network of less than 2% 
bears 4056 of the traffic. Transport is a 
major restraint. The state highway net- 
work is of limited length, though major 
plans of improvement are in the pipe- 
line with the anticipated completion of 
“Golden Quadrilateral” highway project 
in 2007 connecting Delhi, Kolkata, 
Chennai and Mumbai. 

Distribution costs: The lack of dis- 
tribution channels linking tier-II towns 
with local logistics centers is a major 
bottleneck. This raises the operational 
cost, due to increased rip-off. According 
to an estimate by CMIE, the total cost 
of logistics in India is somewhere be- 
tween 10 and 12% of the GDP. 

Weak retail supply chain: Most of 
the retailers in India have inventory 
turns level in the range of 4-10 turns 
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and stock out level between 5% and 
10%. In contrast, the average inventory 
turns level of US retailers is 18% and 
stock out level is less than 5%. 

Supplier integration: Retailers 
and suppliers operate distinctly in 
India. Their operations are not inte- 
grated. The survey by KPMG reports 
that 100% retailers exchange informa- 
tion with their suppliers manually. The 
developed world has the system of Ven- 
dor Managed Inventory (VMI). In this 
system, suppliers have access to the 
sales data of the retailers and plans 
automatic replenishments responding 
to the stocks available to the retailers. 

Supplier maturity and relations: 
Indian suppliers are ranked quite low on 
the graph of on-time delivery and delivery 
of amount ordered. The suppliers need to 
enhance their levels of services. Also, re- 
tailers adopt a more tactical approach in 
placing orders in India. The trade agree- 
ments between retailers and suppliers 
are generally not for very long. Usually, 
the orders are positioned to sway several 
trade plans that producers come up with. 

Low adoption and use of tech- 
nology: The Indian retailers are not 
tech-savvy as compared to their coun- 
terparts in advanced markets. Retail- 
ers such as Metro and Wal-Mart are ex- 
perimenting with RFID (Radio Fre- 
quency Identification) technology that 
is supposed to provide inventory visibil- 
ity of higher magnitude and, hence, 
makes the inventory management easy 
and efficient; whereas, the Indian re- 
tailers have not even completely 
adopted the bar code system. 

Disparities in culture and taste: 
Cultural preferences and tastes of 
Indian consumers are quite different 
from others around the globe. Keeping 
India's strong and distinct cultures in 
mind, multinationals have to come up 
with customized products particularly 
for the Indian market. 

Real estate costs: The cost of real 
estate in India is soaring high and the 
average purchase ticket size is still very 
low. This could result in high fixed cost 
with small contribution per sale for re- 
tailers. High footfalls would be essen- 
tial for success. 


Regulatory aspects: There are 
several regulations imposed on the re- 
tail sector. For example: Weights and 
Measures Act anticipates all products 
to be available in the stores in factory- 
packed form. APMC (Agricultural Pro- 
duce Marketing Committee) Act thinks 
that even small quantity purchases 
have to qualify as a wholesale deal. All 
these regulations are obstacles that can 
impede the growth of retail sector in 
India. One more hindrance is that for- 
eign retailers can't operate in India di- 
rectly. They can do business through 
franchisees only and can infuse their 
capital in wholesale shops. 

Skilled manpower: The retail sec- 
tor is manpower exhaustive, Between 10 
and 11% of the workforce of developed 
economies such as the US is employed i 
retailing (as compared to 7% in India). 
There is a dearth of expertise in both at 
store level and managerial level. 

Concerns over Indian retailers: 
There is an air of fear in the Indian re- 
tail sector that foreign retailers will 
take away their market share. Also, 
some are arguing that entry of foreign 
retail giants like Wal-Mart will affect 
the general mass of India, who grow 
food grains and sell it. 

Currently, the Indian retail industry 
is highly disorganized. This sector has 
been estimated as having 15 million 
small outlets serving the needs and at- 
tending to the demands of customers and 
the second-largest (after agriculture) 
workforce. The only flaw is the absence of 
“complete shopping experience”. The 
biggies of the retail sector are targeting 
the wide base of middle-class and rural 
customers (precisely 300 and 200 million 
respectively). This huge segment consti- 
tutes a market worth over $100 bn. 

The food items are dominating the 
shelves of retail outlets worldwide. This 
indicates that agriculture and agro-pro- 
cessing units are going to take the ma- 
jor pie of the profit resulting from the 
growth. Hence, retailing is promising 
even in a country like India where agri- 
culture is a significant contributor to 
economic growth.—= 
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Processed Foods 


Riding the Retail Revolution 





The food processing business in India is on a roll, thanks to the retail 


revolution. 





With our new initiative, Reliance will 
forge strong and enduring bonds with mil- 
lions of farmers and transform the rela- 
tionship with consumers to a new level. 

— Mukesh Ambani 
Chairman, Reliance Fresh. 


orking for a well-known 
MNC, Mrs. Arora hardly 
finds any time to prepare 
delicious dishes for her little daughter, 
not to mention her husband as well, 
who prefers home food to eating out. 
The fact that she doesn’t like the te- 
dious job of searching for vegetables at 
the adjacent sabji mandi (vegetable 
market) makes it all the more difficult 
for her to keep her kid happy. Thanks to 
the retail supermarkets like the neigh- 
borhood FoodWorld and newly 
launched Reliance Fresh, her job has 
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become easier. The large air-condi- 
tioned supermarkets of big corporate 
houses not only assemble vegetable 
markets and kirana stores but also pro- 
vide the excellent option of choosing 
from seemingly endless varieties rang- 
ing from products like pickles to chut- 
neys, juices to ready-to-cook curry pow- 
ders, and concentrated curries to “puri- 
bhaji” or *dosa-vada". 

This is ushering in a new era where 
corporates don’t hesitate to source fresh 
vegetables from the muddy fields of re- 
mote villages and process those to take 
a direct route to the Indian Tawa. While 
a number of firms like Dabur Foods, 
Godrej Industries, Hindustan Lever 
Limited, and ITC have already estab- 
lished their foothold in the processed 
food market—which is growing at over 
12% a year and attracts 15 crore 


middle-class individuals across the 
country, of which 60% are below 35 
years—a larger number are just wait- 
ing to storm rural India. These 
corporates, who have entered the pro- 
cessed food industry, use their retail 
outlets for promoting and selling their 
products. Industry experts like Raman 
Mangalorkar, Principal of A T Kearney, 
feel that with more private players in 
the fray, “It will put retailers in a com- 
manding position vis-a-vis manufactur- 
ers and brands. It will also see a lot of 
retail chains getting into contract 
manufacturing.” 


Rolling out 
Of late, many corporates have entered 
the retail segment with a handful of 
packaged food items. Soon after Reli- 
ance Fresh entered with the basket of 
fresh vegetables, fruits and packaged 
food items, Bharti Enterprises an- 
nounced its retail foray with the world’s 
biggest retailer Wal-Mart, who 
snatched away this much ambitious 
deal from Tesco. Tesco, in turn, unfazed 
by the development, is searching for an- 
other partner to make a deal with, as 
FDI is restricted in the retail sector. 
Other US food processing companies 
like JM Grain, Tefco, Microcide Inc. and 
Siam International are expected soon 
to enter the fray, while Hershey Co. is 
drawing up plans to enter the Indian 
market either with Gujarat Co-opera- 
tive Milk Marketing Federation 
(GCMMF) or chocolate maker Campco. 
While these foreign companies are 
charging forward to tap the opportunity, 
Indian firms are spreading their busi- 
ness from raw vegetables to packaged 
foods, and domestic appliances to dress 
materials. For instance, the tobacco 
major ITC has succeeded in establish- 
ing itself from the farmer's field to the 
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INTERVIEW 


The agri-food sector is an area of key focus for foreign firms, as this sector is still 
underdeveloped and provides immense growth potential. 


How do you view the venture of Indian corporates 
into processed agri-food business? 

Emily Woon: Demand for processed food in 
India has been growing very rapidly with ris- 
ing incomes and changing tastes. According 
to Eurcmon:tors preliminary estimates 
(IMIS Packaged Food System , retail sales 
of packaged food in India have grown by 
more than 50% since 2000. This is definitely 
a very vibrant and lucrative market that at- 
tracts much attention from both foreign and 
local companies. 





larger employment to the farmers. How- 
ever, farmers do face the risk of having 
prices paid to them, being pushed down by 
food companies (in order to increase the 
gap between farmer and retail prices) and 
small-scale farmers might eventually be 
forced out of business. 

Therefore, in order to make the market 
more competitive, the Indian Government 
must play a role in addressing the misuse 
of companies' buying power in agriculture 
and food products as well as implementing 





However. the Indian processed food in- dit Analyst policies to regulate trade and investments 
dustry is less developed than compared to for Packaged Food in both local and foreign companies so that 


other countries in the region, resulting in 
only a small portion of its agricultural out- 
put being processed. Investment by local 
companies in processed agri-food business is very likely 
to bring about modernization, and increases production 
capacity of the sector. Looking at the broader picture, this 
would eventually allow the local companies to gain larger 
market share in the processed feod industry. 

In addition, the Indian companies could look to export- 
ing processed agri-food to nearby countries. On a geo- 
graphical basis, India is strategically located near to Asia- 
Pacific, the Middle East, and Eastern European countries. 
These are the fastest growing markets for processed food 
as the population in these regions continues to increase. 
Shushmul Maheshwari: Corporate world, it seems, is 
making bonds with Indian farmers also. India Inc., is 
slowly waking up to the fact that there is a large potential 
for growth in grewing and selling vegetables and fruits. In 
fact, the growth opportunity is enormous with less than 
1.5% of the food is processed im the country. 

Companies that have made big plans in the agri-food 
sector are Pantaloons, Godrej, Reliance, Field Fresh 
(Bharti Enterprise’s CMD Sunil Mittal’s JV with 
Rothschild), DSCL, Mahindra & Mahindra, Tata Group 
and Ballarpur Industries. 

The shift tc the agriculture sector makes sense for 
those companies that are ready to join the food retailing 
bandwagon. 

Do you believe that farmers will be benefitted by this endeavor? 


Emily Woon: ideally, increased investment in the local 
agri-food industry will bring about greater ineome and 


10 | Februarv 2007 


Euromonitor International, 


London 





it benefits small-scale farmers. 
Shushmul Maheshwari: Yes, corporate 
honchos like ITC (e-Choupal) and Godrej 
are two of the big players who are making attempts to 
organize the highly fragmented sector. 

Godrej has 30 Adhars to its credit. These are retail 
outlets that sell agro-products, agro-inputs like fertilizers 
and quality seeds and knacks, along with consumer 
durables to farmers. The company has plans to spread its 
network to around 20,000 villages by raising the number of 
outlets to 1,000. It is also planning to expedite access to 
markets for farmers through its "Nature's Basket" stores. 

Farmers and other suppliers who can deliver the pro- 
duces adhering to the strict quality requirements im- 
posed on them by retail majors will draw profit from 
higher prices as middlemen will have no role to play in the 
supply chain. 


How do you consider the potentiality of the market? 

Emily Woon: The rapidly changing global economy is cre- 
ating many new opportunities for agri-food industry 
worldwide. Trade agreements, modern technology, trans- 
portation, and sophisticated communication systems are 
resulting in greater international access to goods and ser- 
vices. The demand for food and other agricultural prod- 
ucts will increase with increase in population. According 
to a Euromonitor's research (Euromonitor GMID Sys- 
tem), the year 2000 recorded slightly more than 6 billion 
people worldwide, with the world population figure ex- 
pected to reach 7.1 billion by 2015. A more striking fact is 
that Asia-Pacific alone would account for more than half 
of the 1.1 billion world population growth. Having Asia- 
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Pacific as its backyard would definitely present huge op- 
portunities for India's agri-food industry. 

World trade in agricultural products is continuing to 

grow. Demand is shifting dramatically from bulk com- 
modities to consumer-ready packaged foods. Value-added 
products and niche markets are anticipated to grow rap- 
idly. In particular, there are significant agri-food opportu- 
nities in products capable of enhancing and maintaining 
health such as fortified/functional foods. According to a 
Euromonitor's research (Health and Wellness IMIS Sys- 
tem), global retail sales of fortified/functional packaged 
foods is expected to hit US$46 bn mark by the end of 2006, 
representing a strong and rapid average annual growth of 
more than 13% between 2002 and 2006. 
Shushmul Maheshwari: Well, India has braced itself to 
become the food basket of the world, thanks 
to government initiatives and investment 
opportunities in diverse fields of agriculture 
and food-processing industry. The segment 
is also ready to soar high with the introduc- 
tion of biotechnology and IT. 

The agri-food sector is an area of key fo- 
cus for foreign firms, as this sector is still un- 
derdeveloped and provides immense growth 
potential. India is anticipated to benefit 
from this. Therefore, it could play a broader 
role in the global agri-food industry in future. 


^ 





That's why a large section of the farmers have drifted to 
more profitable crops, such as sugarcane. 

Looking at the recent trend of dwindling food grain 
production, I think we would face a shortage of 25 MMT 
(Million Metric Tons) of food grains by 2010-2011, if we 
keep moving with current growth rate of food grain 
production. 

Hence, diminishing growth rate of production of food 
grains is posing serious challenge, as this growth rate 
would literally have to become three times by 2010 to 
feed the ever-growing population of the country. 


What lesson India can learn from developed economies in this context? 
Emily Woon: Investments in extensive network of research 
and development facilities help develop and commercialize 
products and processes. Agricultural re- 
search has resulted in better production 
methods and new crop varieties, thus allow- 
ing India to produce a wide variety of pro- 
cessed agri-food products that have high 
standards, and possibly a reputation for 
safety and quality. 

Shushmul Maheshwari: The expansion 
of global trade can take a toll on poor farm- 
ers interests by cutting the prices, increas- 
ing input costs, like fertilizers, and removal 
of state services for irrigation. If small 
farmers are thrown out of the competition 


Shushmul Maheshwari 
In the backdrop of diminishing food grain produc- CEO, Research & Consultancy by imports due to trade expansion, then hu- 
tion in recent years, do you think such trends will Outsourcing Services man development will have to suffer. 


have an adverse impact on the food security of the 
economy? 

Emily Woon: It is difficult to say. If the situation continues 
to worsen year after year, there would not be adequate food 
grains to meet the demands and, thus, have an adverse 
impact on the food security ofthe economy. However, techno- 
logical advancement coupled with farmers' willingness to 
adopt modern tools of proven efficiency could eventually help 
to enhance growth rates in food grain production. 
Shushmul Maheshwari: Unfortunately, more managers 
and more advanced food channels don't ensure more food 
grains. The onus of ongoing food grain crisis is on 


corporates. On one hand, they are buying food grains in - 


large quantities for a growing market of urban processed 
food, and on the other, they are motivating the production of 
export-oriented crops on their large-scale farms. This is 
leaving the buffer stocks of India at 15 lakh tons, well be- 
low the standard of 40 lakh tons. 

It's proving to be a difficult balancing act for the Indian 
Government. Spike in Managed Service Provider (MSP) 
and entry of private sector have meant an improved deal 
for farmers. But farmers have a different story to tell. They 
say the rise hasn't kept pace with augmenting input costs. 
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If the Indian Government wants unbi- 
ased development, then it has to look at developed coun- 
tries by investing more in agriculture, specifically capital 
formation, and provide affordable loan, price support, aid 
with irrigation and marketing and assist in storage, pro- 
cessing and distribution facilities. 


Any other comments? 

Shushmul Maheshwari: The plans of corporate India 
have already started to stir the economy. Firms are now 
asking management institutes to increase the agri-busi- 
ness courses and contending fiercely to tap the small pool 
of qualified and capable managers who will craft the new 
and advanced models of agricultural production. It's not 
easy to tell whether this augurs a dramatic turn in the 
Indian agriculture sector. But increased participation of 
corporate biggies in agri-business certainly has the po- 
tential to transform the face of the Indian economy in an 
unprecedent manner. 

However, a transformation in agriculture will not be a 
cakewalk. The challenge before the Indian Government 
now is to successfully regulate the transition of the new 
agriculture economy in future. 
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modern kitchen through its e-Choupals 
and "Kitchens of India" initiatives. As a 
direct marketing channel, virtually 
unked to the mandi system for price 
discovery, e-Choupal eliminates waste- 
ful intermediation and multiple han- 
cling, thereby reducing transaction 
costs significantly. Godrej’s Adhar, on 
the other hand, doesn’t follow any hard- 
and-fast rule of contract, but “...a sys- 
tem of generating estimates of demanc, 
which is then converted into orders for 
the farmers and breught to the distribu- 
tion center", explains C K Vaidya, Man- 
aging Director, Godrej Agrovet. None- 
theless, while, Bharti’s Field-fresh is 
eyeing to export the big chunk of its pro- 
duce, Reliance is looking to rope in some 
of India’s well-known brands like 
Dabur, Sanyo, Gocrej and Timex to es- 
tablish itself as an organized retailer in 
the home market. 


Money calls them 
It is the robust growth of the Indian Food 
Processing Industry (FPI) and the vast 
opportunity lying untapped that tempt 
more and more companies to rush in. 
According to H N Mishra, Professor at 
Post Harvest, “After primary, secondary 
and tertiary processing, the total size of 
the industry is estimated to be as high 
as Rs. 1,109,000 cr. This cost overrun re- 
flects the opportunities that FPI offers 
to the eccnomy as a whole." Moreover, 
the FPI accounts for 13.5% of the 
country's industrial output, while it gen- 
erates 18% of gress domestic product 
and employs about 19% of the industrial 
:abor at tne national level. 

However, despite being recognized as 
a promising growth area. only 2» of fruits 
and vegetables are processed in India 
even today, as compared to up to 80% in 
many developing countries, suggests “In- 
dian Food Processing (2006Y — a survey 
report of Research & Consultancy 
Outsourcing Services (RNCOS). It fur- 
ther adds that from about 90 miilion tons 
of India’s milk production, only 16% is 
processed in the organized sector and 
24% in the unorganized sector, which 
means that there is encugh potential for 
the organized sector to grow. According to 
an estimate, while the retail industry, 
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which currently stands at US$300 bn, is 
projected to grow to $427 5n by 2010, the 
Indian FPI is anticipated to grow to three 
times its current size making India a key 


and consequential player in the food and 


agriculture trade. 

Factors like rapid ecenomic growth, 
rising income levels, a growing middle- 
class, which spends 40% of its income on 
food-related items, placed India in a bet- 
ter position compared tc other nations. 
For instance, in comparison, the US con- 
sumers spend only about 1096 of their 
disposable personal income on food, Ca- 
nadian consumers spenc approximately 
14%, and Mexicans spend, on an aver- 
age, 27% on food. Moreover, the changing 
lifestyles lead to change in the consumer 
preference pattern, where people con- 
fined within a tight schedule, are in- 
duced to pay more value and attention to 
time. According to a stucy done by Frost 
& Sullivan, “A combination of rapid ur- 
banization and increasingly hectic 
lifestyle is fueling this trend, leading to 
increased demand for preservatives to 
sustain products between production 
and consumption.” 


Food for thought 

Notwithstanding the general euphoria, 
a section of experts feel otherwise. Per- 
haps, the fresh experience of shortage of 
wheat and thereby escalation in prices 
still haunts their memory, where the 
government had to import around 3.5 
million tons of wheat from the interna- 
tional market, in spite of the fact that, 
wheat output in the current year is likely 
to increase by 1.5%, to 73.1 million tons 
and the area under wheat has increased 
by 400,000 hectares over that in the pre- 
vious year. In fact, some critics even say 
that it (shortage) resulted due to the 
government's policy of keeping the pur- 
chasing price deliberately low, which al- 
lowed MNCs to enter the agri-business. 
Desi retailers like ITC and Reliance and 
MNCs like Cargill and Archer Daniels 
Midland (ADM) company have taken 
advantage of the removal of stocking 
limits and resorting to large-scale stock- 
ing, thereby creating artificial shortages 
and a consequent rise in prices. It was 
only after a large part cf the produce had 


been cornered by the private sector, did 
the government offer a Rs. 50 per quintal 
bonus, which was too late to resolve the 
problem. Industry analysts feel that the 
involvement of private retailers and 
MNCs in agri-processing business may 
be beneficial to the farmers today. But in 
the long-run, their complete autonomy 
and greater involvement may not prove 
good for farmers, as they would be in a 
position to quote prices to their advan- 
tage. Here, the government has to take 
initiatives to control such practices. 

On the other hand, foreign compa- 
nies like, KFC and McDonald, are in- 
creasingly eyeing the Indian market, as 
their growth in the home market (the 
US) is saturating. Since these compa- 
nies maintain quality standards for 
their products, it is hard to certify 
whether they will source from the Indian 
farmers exclusively for their Indian set- 
up. Moreover, MNCs like Tesco, with an 
aggressive strategy of “buy in bulk, sell 
cheap and destroy competition” is said 
to be over-dominant in the home market. 
If such companies venture into India, 
they can go to any extent to reduce cost, 
which may not help farmers. 


A good fix 

However, on the positive side, for Indian 
agriculture which constitutes a large 
part of the GDP but suffers from sea- 
sonal fluctuations, unavailability of 
technical know-how and low productiv- 
ity, the retail revolution could bring the 
much-needed boost. The ventures of 
Reliance and other big corporates are 
expected to minimize wastage of crops 
as well as the transaction cost, since 
they source directly from farmers. Si- 
multaneously, they can provide farmers 
with information relating to fertilizers, 
seeds, soil, weather, crop patterns, mar- 
ket prices for crops, pest control, etc., 
where ITC’s e-Choupal has set an ex- 
ample. On the other hand, consumers 
will enjoy a variety of processed food as 
well as fresh vegetables at much lower 
prices, since the entry of more and more 
players will ensure competition.= 
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Indo-Sino Trade 


Complementary, Yet Contrary 





i 





While India and China are complementing each other for improving 
bilateral trade, the mutual mistrust could resist their strategic growth. 





The current level of bilateral trade be- 
tween the two countries is incompatible to 


their respective sizes, but has scope of 


growth by improving trade structure and 
increasing technological cooperction. 

—Hu Jintao 

President, People's Republic of China. 


he recent visit of the Chinese 

President Hu Jintao symbol- 

izes his country's keen interest 
to advance the bilateral relations with 
India. This is because, in the milieu of 
increasing competition in the global en- 
vironment, India nas been complement- 
ing Money-spinning resources such as 
knowledge and raw material that would 
benefit China to become stronger. The 
dramatic growth in Indo-China trade in 
recent years is also one of the reasons for 
further strengthening of bilateral eco- 
nomic relations. Hu considers that 
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China and India share broad common 
interests both in the bilateral as well as 
international dimensions. Quite asser- 
tively he said, “Both China and India are 
confident of our future relationship and 
are willing to work together to facilitate 
all around and in-depth development of 
strategic and cooperative partnership”, 
at a press conference in New Delhi. 
India’s Prime Minister for his part, as- 
serted, “As two larger Asian states and 
as two of the fastest growing emerging 
economies of the world, cooperation be- 
tween India and China transcends the 
bilateral and has global significance. 
The nature and range of agreements 
signed today point to the consolidation 
and diversification of bilateral rela- 
tions.” Encouraged by their economies’ 
super growth rate, the two nations fore- 
see a target of $40 bn by 2010, which is 
likely to touch $20 bn mark in 2006. 


On the flipside, however, the pros- 
pect of bilateral trade is booming, the 
prolonging mutual mistrust raises ap- 
prehensions and will be hard to over- 
come the deep-seated Indian suspicions 
on China. Nonetheless, on a positive 
welcome note, APJ Abdul Kalam, Presi- 
dent of India, stated, “The regional and 
global perspective of our ties further ne- 
cessitates that we take a long-term and 
strategic view of our relationship. We 
need to add more substance and mean- 
ing to our strategic relationship”. 


Growing trade 

According to the recent China Customs 
Statistics, India-China bilateral trade 
during the period January-June 2006 re- 
ported US$116.3 bn, a rise of 24.7% over 
the corresponding period last year. Dur- 
ing the period, India became the 16" 
largest exporting nation to China with a 
share of 1.47% dropping from 1.85% in 
2005. And it turned out to be the 13” 
biggest importer from China grabbing a 
share of 1.13%. While its imports from 
China reported an appreciable increase 
of 61.04% at US$6.24 bn over the same 
period of 2005, the Indian exports to 
China declined by 1.16% at US$5.38 bn. 
This is because, of the top five product 
categories of export from India to 
China—iron ore, cotton yarn and fabric, 
machinery, and organic chemicals and 
plastic. The top product, iron ore, wit- 
nessed a fall in exports by 15.96% at 
US$26.8 bn from US$32 bn, a decline 
rate faster than the rate of the overall 
export, which is rather a contrary trend 
during the past few months. However, 
the exports of commodities other than 
iron ore have increased by 17.38% during 
Q1 2006 compared to the same period in 
thelast year. However, this year iron ore 
has dominated the industry, though its 
overall share has dropped in the India 
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exports to China. Overall, China's bilat- 
eral trade with India accounted for 
1.46% of its global trade during the first 
half of the year, as compared to 1.44% 
during 2005. A recent study by 
ASSOCHAM says that Sino-Indian bi- 
lateral trade will touch US$50 bn by 
2010 and by 2025 both the countries 
may jointly dominate world trade. Ob- 
serving the current growth, Anil K 
Agarwal, President of ASSOCHAM, pre- 
dicts, “There may be a situation that an 
international company can only survive 
in the West if it can market to India- 
China block.” 


Business environment 
The two governments should create better 
conditions for bilateral economic and 
technological cooperation and ensure a 
fair and favorable trading environment for 
both business communities. 

—Hu Jintao 


According to the ASSCHOM study, 
there is still a long way to go before the 
two countries reach the required level of 
economic partnership. Currently, China 
accounts for about 0.3% at $231.7 mn in 
a total of $67.15 bn worth FDI cleared by 
the Indian Government during the last 
13 years. While there is a huge potential 
for investment, India is wary of opening 
its doors to FDI from China, “FDI from 
China should be allowed as inflows from 
China at this moment are a pittance. 
China invests significantly in several 
other countries, including those in Eu- 
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rope, but they have no concerns. How- 
ever, that doesn't mean we throw caution 
to the winds. We need to take a cautious 
approach, but not close it altogether", 
said Menon, CMD and CEO of Subex, to 
Outlook. “Such suspicions among Indian 
CEOs are evident when it comes to is- 
sues like FDI from China, trade agree- 
ment (especially FTA) with the neigh- 
boring nations, and investment opportu- 
nities for India Inc. in the red dragon 
country” quotes Outlook. Indeed, some 
Indian companies in China have had bit- 
ter experiences. For instance, though 
there are many Indian IT companies in 
China, none of them so far has received 
any project from the Chinese companies 
or its government. Whatever they are 
surviving on, are the orders received from 
the MNCs operating in China. 
Conversely, China too has some con- 
cerns. They think that the Indian Gov- 
ernment is discriminating the Chinese 
FDIs in areas like ports and telecom. For 
instance, during October 2006, BSNL, 
an Indian PSU disqualified China’s ZTE 
and US Motorola from taking part in its 
tender process for GSM equipment. And 
in August 2006, two Chinese firms— 
Kaidi Electric Power and China Harbour 
Engineering—were rejected by India to 
develop the Vizhinjam port near 
Thiruvananthapuram, as China 
Harbour is developing Pakistan’s 
Gwadar port. Insisting on Indian secu- 
rity issues, the Indian trade minister, 
told BBC News, “Ports and telecommu- 
nications—those are areas that are na- 
tionally sensitive to any nation... China 
is not receiving any unfair treatment. We 
treat their firms the way we treat every- 
one else.” Amit Mitra, Secretary-Gen- 
eral, Federation of Indian Chambers of 
Commerce and Industry (FICCI) echoes 
the same, saying, “The whole consumer 
goods area is open to them. Only because 
of (roadblocks in) telecom and ports, we 
cannot say that the entire bandwidth of 
Chinese investments is in question. 
Ninety-five percent of it has no problem”, 
as he told Business Standard. Even the 
domestic companies that tried to bring 
in Chinese workers have had trouble. For 
instance, Reliance Industries could not 
persuade the government for allowing 


1,800 engineers from China to lay a pipe- 
line here in India. Eventually, they were 
banned for security reasons. 


Fear factors 
Although India-China relations have 
improved a lot in recent times, there re- 
main some fears putting a spanner in 
the duo’s plan to establish a genuine 
partnership. The countries’ efforts to 
settle their border issues have been low, 
and yet to be resolved. Just days before 
Hu’s visit to India, the Chinese 
ambassador’s statement, “In our posi- 
tion, the whole of Arunachal Pradesh is 
Chinese territory and Tawang is only one 
place in it. We are claiming whole of that 
(Arunachal Pradesh). That is our posi- 
tion”, fuels Indian suspicion. Further, 
the Chinese close security relationship 
with Pakistan is also troubling India. 
Hu during his visit to Islamabad, inked 
an FTA and a deal to co-produce fighter 
jets with Pakistan. On the Chinese part, 
the growing US-India relations, Bush’s 
proposal for US civilian nuclear coopera- 
tion with India during the successful visit 
of Indian Prime Minister Manmohan 
Singh in July 2005 is breeding fearful 
thoughts. Consequently, China tries to 
counter the US influence on India by in- 
creasing the trade relations with the lat- 
ter. As of now, India and China jointly 
say, “As two major countries in the 
emerging multi-polar global order, the si- 
multaneous development of India and 
China will have a positive influence on 
the future international system.” 
However, ASSOCHAM believes that 
there is a large scope for trade and in- 
vestments between the two nations, par- 
ticularly in areas like IT and ITES, 
biotech, education, financial services, 
health sector, tourism, etc. Even they can 
look for the investment opportunities 
with the other countries not only to boost 
the domestic market but also for exports 
to third countries. As the most economi- 
cally complementing nations, the trad- 
ing and investments can be further im- 
proved by widely opening up their routes 
directly to each other.m 


— Amit Singh Sisodiya and Kavitha Putta 
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With a number of European start-ups seeking to challenge Google's 
domination of the online search business, surfers could expect more 
choices. it could also mean healthy competition to keep Google on its toes. 





Quaero has the potential to represent 
European values and norms, provide 
transparent search engine results and 
technologies, and protect the pr:vacy of 
European citizens. 

— Hendrik Speck 
Lecturerin Computer Science, 
University of Kaiserslautern 


slew of small start-ups from 
Europe are working on launch- 
ing search engines that could 
not only cater to regional markets but 
also provide alternatives to Google in 
mainstream online search. These pri- 
vate entrepreneurs are not alone. As 
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they step up efforts in their quest to find 
ways to challenge Google's supremacy, 
some governments are also joining 
them. For instance, Jacques Chirac, the 
President of France seems to be firm on 
his stand against *Big G" as he spoke, 
"We must take the offensive and mus- 
ter a massive effort". The new strategic 
alliance of France and Germany is on its 
way to make a "superior Google" named 
"Quaero" (meaning, “I seek" in Latin) 
with an enhanced technology and ad- 
equate flexibility to fit into European 
multilingual and multicultural sce- 
nario. In fact, "it is one of several sup- 
ported by Chirac in an effort to combat 


US hegemony in the digital era—the 
CFII international satellite television 
news channel is another", commented 
an article in The Guardian, Britain's 
leading daily. The ambitious project, 
conceived in April 2005, which could see 
investments of 1-2 bn spreading over a 
period of five years, and a public-pri- 
vate initiative involving corporate gi- 
ants from the two countries, like Si- 
emens and France Telecom, focus on de- 
veloping a series of sophisticated digi- 
tal tools including a next-generation 
Internet search engine, said US-based 
daily JHT. 

Besides Quaero, a host of other local 
start-ups like Exalead, based in Paris, 
and, Schibsted, an international media 
group, based in Oslo, are trying to find a 
snug spot under Google's enormous 
wings. If the protection of cultural di- 
versity doesn't appeal to them, an esti- 
mated $6.5 bn search engine marketing 
opportunity awaits them. 


Taking on the emperor of search 

However, this is not the first attempt to 
take on Google. In fact, its compatriots, 
Microsoft and Yahoo, have unsuccess- 
fully spent millions of dollars in their 
effort to dethrone Google, only to re- 
main content with being the also-rans. 
Undeterred, the Mountain View, Cali- 
fornia-based, search major still rules 
the online search market with more 
than 50% market share in the US, as 
per a Nielson/NetRatings report. And 
its dominance is felt not just in its 
home market, but also in others like 
Europe. In fact, the multilingual, frag- 
mented European search market is so 
overwhelmed by Google's presence that 
Rand Schulman, Chief Marketing Of- 
ficer at WebSideStory, a leading pro- 
vider of on-demand digital marketing 
applications, reckons, *Even more so in 
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the UK than in the US, when people 
think of search, they think of Google." 

How powerful Google's grip is can be 
understood from the fact that online 
search is almost always referred to as 

googling”. This tells a lot about Google's 

phenomenal rise over the years, which 
saw it taking on and pushing aside once 
formidable rivals but now not more than 
minnows like AltaVista, Excite, Lycos, 
Infoseek, FAST and Ask Jeeves (now 
Ask.com, post its acquisition by 
InterActiveCorp). 

However, competitors have found 
Google's Achilles’ heel. Potentia. areas 
for them include Mobile Search. Local 
Search and Classified Listings Search, 
where Google is quite vulnerable. 
Europe's reluctance, to cede the lucrative 
search space—the second largest after 
the North American market, which ac- 
cording to eMarketer will reach more 
than $10 bn by 2009—to the American 
giants, further adds to Google's woes. 
And add to it the concern of experts who 
are against Google's enormous spread as 
a single access source for Internet infor- 
mation. They feel that it has destroyed 
the environment of healthy competition 
since, with the advent of Google, a boom- 
ing business has sprung up in sezrch en- 
gine optimizing companies, whose sole 
job is to help manipulate Google’s algo- 
rithms and push their clients’ websites 
up the Google rankings. A healthy com- 
petition they think is inevitable for the 
future growth of the market. 


Clicking Up 


Internet share of advertising spending 
2006, % 
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INTERVIEW 


The stumbling blocks for the local players might be to underesti- 
mate the cost and resource requirements to compete with Google. 


— Bjørn T Tveiten 
Project Manager, Schibsted Sak AS, Oslo, Norway 


Given Google's dominance in Europe, how serious do you see the threat from the European 
search engines like Exalead, Schibsted to Google in locally focused European search market? 
A serious threat, because of local knowledge, focus and own sources of infor- 
mation (at least Schibsted). 


ee Ba cc eet een eee “Quaero” search engine 
project in this regard? 
Don’t know enough about this. 


What are the stumbling blocks that you foresee? 

The stumbling blocks for the local players might be to underestimate the cost 
and resource requirements to compete with Google, and to underestimate 
Google’s local efforts. 


Any other comments. 

The Google News strategy to do editorial changes for the ingress and short 
version (incl. images) of news articles may turn out badly, since the e-papers 
might shut down Google’s crawl-access. The local players will probably handle 


this differently, and they probably own some newspapers, too. 


Stepping into the ring 

These local start-ups, however, claim 
that their mission is not to build a 
EuroGoogle; rather, to identify those po- 
tential areas where no major players 
have set foot yet. Francois Bourdoncle, 
Chief Executive of Exalead, explains, 
“Instead of a Europe-based Google 
copycat, we want to be a global competi- 
tor offering a more sophisticated prod- 
uct.” The Paris-based Exalead differen- 
tiates itself with features including a 
user interface that allows searching for 
words that occur near one another on a 
Web page, searches that allow for simi- 
lar sounding words, alternate spellings, 
use of wild cards, and a window that 
helps users narrow down searches. The 
local search engine of the company, 
www.exalead.fr, though experienced a 
meager growth of 11 million page views 
in the first month after the official 
launch in October 2006. compared to 
two billion page views in France for 
Google and 159 million for Yahoo, the 


company is optimistic about its future. 
It has introduced two new sites 
www.exalead.de and www.exalead.it, 
focused chiefly on local search markets 
of Germany and Italy, respectively. 
Another one, the Schibsted, a Nor- 
wegian media conglomerate finds a 
roadway through Google's empire as its 
flagship website www.vg.no publishes 
local news by running through Norwe- 
gian language websites every five min- 
utes, compared to Google, which checks 
Norwegian sites only once in every 24 
hours. Such an initiative reflects the 
niche marketing strategy of Mikal 
Rohde, the CEO of Schibsted Sek, who 
said in an interview, *Did you know that 
70-80% of all Internet searches made by 
Norwegian users are for local informa- 
tion?" Moving ahead further, on June 
2006 Schibsted launched wap.sesam.no, 
a mobile search portal of Sesam Web 
search service (www.sesam.no) in techni- 
cal collaboration with Fast Search & 
Transfer, Norway, which showed excel- 
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lent performance in attracting 30,000 
unique users within a month who per- 
formed 450,000 searches. According to 
Mikal Rohde, *It is a thrilling experi- 
ence to be the only company currently 
offering this service, and to have no real 
competitors." 

Among others are two European 
start-ups offering new approaches to 
search, which include Polar Rose, a 
Swedish company that plans to launch 
a search engine capable of recognizing 
faces, and Quintura, a Russian com- 
pany that offers a graphic interface to 
help users narrow down their searches. 
According to Jan Erik, Founder and 
Chief Technology Officer of Polar Rose, 
the technology can be used for creating 
3D models in city planning. *Another 
conceivable area of use is in gaming, 
where this technology would make it 
possible to put objects into the virtual 
world by photographing them," he 
boasts. Erik seems to have rightly de- 
tected the chink in Google's armor, as 
the search engine supremo analyzes 
text tags that are associated with pho- 
tos and not the actual content of the 
photo and, hence, produces results that 
are far from being perfect. 

However, the most ambitious among 
all of these is the *Quaero", a multime- 
dia search engine project in contrast to 
Google's text-based search. The 250 mn 
project is expected to be equipped with 
high-end technology for recognizing, 
transcribing, indexing, and automatic 
translation of audio-visual documents, 
which implies the capability of auto- 
matic voice recognition. Also, it will oper- 
ate in several languages, keeping in 
mind the cultural diversity of Europe. 


Funding woes 

Provided the huge fund required for fi- 
nancing the project, analysts are skep- 
tical about private participation from 
European investors. Moreover, with 
Germany withdrawing its support from 
the project, because of the differences 
over the technological direction, the 
project's future looks more uncertain. 
Nonetheless, the European Commis- 
sion, which once promised to give con- 
sent to channelize 115 mn worth of 
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public funds towards this research, has 
instead awarded 8.50 mn to a rival lo- 
cal search project, Pharos. Such a fund 
crunch can be compared to Google’s 
massive spending worth $7.5 mn ( 6.3 
mn) on a single lab with 10 students in 
its development stages, “which is more 
than some of our universities have over 
here,” comments Hendrik Speck of the 
University of Kaiserslautern. Polar 
Rose too is anticipated to experience 
the same fate as its standalone battle 
against the sultans of search might be 
called off owing to its fragile balance 
sheet. However, some like Mike 
McGuire of Gartner predict that there is 
a possibility they could be acquired, 
since the technology may be more valu- 
able to another company as an ingredi- 
ent for a social networking site. 


Google beater 

One notable winner among start-ups 
includes Yandex, a leading Russian 
search engine that commands a market 
share of 64% of local language desktop 
search in Russia, compared to 28% for 
Google, according to comScore Net- 
works. Yandex long surpassed 
Google.ru, the Russian website of 
Google, as a complete Russian portal 
with its own mail service and has been 
the largest Wi-Fi network of free hot 
spots in Russia long before Google en- 
tered the arena. It is further branching 
out into mobile search in an all-out as- 
sault on Google. Yandex, which within a 
year of its inception emerged as a lead- 


ing search engine in Russia, is the out- 
come of a local market strategy com- 
bined with technological innovation. 
“We have this homegrown technology 
that in many cases is better than theirs 
(rivals),” claims a proud Arkady Volozh, 
the CEO of Yandex. 

According to market analysts, such 
an aggressive strategy is exactly what 
can help the European start-ups to catch 
up with Google. For instance, mobile 
search is among the largest and most 
lucrative opportunity, where search que- 
ries can be performed via voice com- 
mand. Another one, the local market 
search, meant for local merchants or ad- 
vertisers, is about to take-off. Experts 
say that a complete search engine can 
attract millions of dollars which are cur- 
rently spent on local newspapers and 
Yellow Pages, if they can reach the re- 
mote local businesses that don’t even 
have a website, by going through user 
generated content services and social 
networking/filtering technologies. 


Chasing Google 

Given the diversified nature of Europe, 
the emergence of a pan-European 
search portal is a distant hope. Nor can 
Google be overtaken soon. But despite 
Google’s huge presence in Europe, there 
is still space for Individual search en- 
gines to grow, given the booming search 
advertising market in Europe, where 
search constitutes 49% of online ad 
spending in the UK, 38% in Germany 
and 37% in France. Such a prosperous 
market could be bigger than what 
Google possesses now with no domi- 
nant player. Hence, a combination of 
technological innovation and strategy 
choice can create a better Google in fu- 
ture. To boost the sentiments of start- 
ups, ZHT citing FT says, “Although few 
people give the idea much chance, the 
FT points out that ‘some European 
state-sponsored attempts to compete 
with the US have proved successful,’ 
such as Airbus and the Galileo satellite 
navigation network."m 


- Amit Singh Sisodiya and Madhuparna Chakraborty 





Reference # 01M-2007-02-04-01 


February 2007. 19 


B BUSINESS ENVIRONMENT 





Indian Real Estate 





Boom or Bubble? 
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Like many other countries across the world, Indian real estate is booming. 
The property prices have skyrocketed in recent years making various 
schools of thought to express their opinions on this phenomenon. Is this 
really a boom or will it turn into a bubble? 


— C Parthasarathy 


Chairman, FICC! Andhra Pradesh State Council and Chairman 
and Managing Director, Karvy Consultants Ltd., Hyderabad 





e Indian real estate industry is 

on a high growth path with a 
current market size of $15 bn 
approximately. Moving on, it is ex- 
pected to be over $50 bn by 201), grow- 
ing at a CAGR of 35-40%. The growth 
of this sector is crucial for the economy 
as Rs. 100 spent on real estate adds 
Rs. 78 to the GDP. The growth is being 
propelled by a variety of factors which 
include, political reforms, favorable in- 
terest rate regime leading to easy fi- 
nance availability, rising income lev- 
els and the market getting more orga- 
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nized. The growth is organic, as the 
majority of the demand is primary, i.e., 
consumption demand in different ar- 
eas of real estate development. The fa- 
vorable factors supporting this boom 
are: 

Political reforms in relation to real 
estate: The government is quite ratio- 
nal when it comes to infrastructure and 
development in the country as it is re- 
quired to achieve and maintain a 
growth rate for the economy. The real 
estate sector being direetly related to it, 
is being given due importance. The gov- 


ernment has made suitable amend- 
ments in the FDI regulations, taxation 
structures and various land acts in or- 
der to attract more foreign investment 
into the country. 

Economic factors: The lower interest 
rates and ease of credit availability is 
fueling the demand for real estate in 
the country. This scenario coupled with 
the huge potential for consumer credit 
penetration in India is favoring the 
real estate sector. 

Demographic factors: Demographic 
factors like increasing literacy rates, 
higher disposable incomes, and increas- 
ing urbanization in the country are im- 
portant factors propelling the demand 
for real estate in the country. The above 
factors are going to generate huge de- 
mand for residential space, which com- 
prises 80% of the total real estate de- 
mand in the country. 

Service sector 

The service sector is experiencing a 
double-digit growth and the silver lin- 
ing has been the IT/ITES sector. Accord- 
ing to our estimates, the IT and ITES 
exports are expected to double and 
triple respectively by 2010. The sector 
is expected to create large employment 
opportunities and is expected to add 
over 1.51 million IT professionals im- 
plying a demand of over 900 million sq. 
ft of commercial and residential space 
by the year 2010. 

The retail bug has bitten the In- 
dian corporates in a big way. The re- 
cent biggies to join the retail band- 
wagon are Reliance, Bharti-Walmart, 
AV Birla Group and Hero Group. Ac- 
cording to our estimates, retail malls 
are expected to create a demand of over 
100 million sq ft by 2010. 

The hospitality industry is really 
picking up in India with the interna- 
tional tourist arrivals growing at a 
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Indian Real Estate 


CAGR of over 18% for the past three 
years and events like the 2010 Com- 
monwealth Games to be held in India. 
Real estate developers have bought 
this story and, therefore, are building 
many hotels. 

Market getting institutionalized 

The real estate capital market is yet to 
open up in a big way as private debt and 
equity comprise 99.7% of the total mar- 
ket. Now with concepts like Real Estate 
Mutual Funds being introduced in the 
country and Real Estate Investment 
Trusts still to come, the public is ex- 
pected to have a greater participation, 
making the real estate market more 
transparent, thereby, widening the 
eapital base. 


Case for bubble 

Having agreed to the above story re- 
garding the Indian real estate there 
are some concerns which put a ques- 
zion on this real estate scenario being a 
bubble. The various reasons which 
point towards a bubble may be: 
Spiraling land prices (sign of over- 
heating and excessive specula- 
tion): The lanc prices have really shot 
up in the last 2-3 years. Builders con- 
tinue to get enough buyers for what- 
ever absurd prices thev quote. Now, 
that is a very strange thing when seen 
in the Indian market perspective. In- 
dia is a very price-sensitive market. 
Whatever you sell you have to give the 
consumer a good value for morey. So, 
when such people make a beeline for 
things priced exorbitantly, there may 
be large amounts of speculative in- 


vestment money entering the market. 
Also, people now assume that prop- 
erty prices moving up is a sure thing. 
There is nothing called a sure thing 
in investing and this is a sign of 
overheating. 

Uneven price growth: Prices of real 
estate across the country, or even 
within cities, will have their own 
unique demand and supply factors. 
This needs to be understood in detail. 
A number of transactions and also 
corporate land bank values are ignor- 
ing this basic tenet of real estate 
investing. 

Questioning the capability to de- 
liver: Although there have been huge 
plans of development in all the areas of 
real estate development whether resi- 
dential, commercial, office, retail or 
SEZ, various questions have been 
raised on the execution capability of 
the developers in delivering the prom- 
ised product within the specified time 
period. 

Oversupply: With the real estate 
story getting big in India, major plans 
are afoot for various types of real es- 
tate developments in big cities and 
small towns. There have been concerns 
of an oversupply situation arising 2-3 
years from now. 

Market still unorganized: India’s 
property market remains unorganized 
and underdeveloped. This creates risk 
for investors. In the absence of a clear 
title to property, the risk of litigation is 
high. For those foreigners who invest in 
India via real estate investment 
trusts, there are no rules on the mark- 


ing of their stakes to m: 
whether they must pay sté 
transactions. 

Relation to the stock m 
true origin of this bubble-li 
may be traced to the st 
boom. The Indian stock 

been witnessing a non-stor 
an unusually long time. Du 
couple of years, share pric 
passed all expectations. ' 
situation can be comparet 
real estate crash in 1991. 
crash, both the stock mar 
property market were on 
from the stock markets 
transferred to the property 
vice versa. The same thin 
ing in India as well. 


Conclusion 

All said and done, our long- 
the Indian real estate is 

long-term indicators like d 
and the economy are i: 
uptrend and, hence, proper 
have to follow. Property pr 
down in the next 2-3 years 
sons like oversupply, but tl 
a lot of money to be made if 
the winning bets emergin 
Indian real estate story, ' 
about beginning to matr 
While pockets of concern « 
nied, they still do not deta 
economic attractiveness c 
real estate story.m 
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CRR Hike 


A Stitch in Time 





The recent move by RBI to increase the Cash Reserve Ratio (CRR) by half a 


ud 


percent is a significant monetary step taken at a crucial time. 





annual policy statement, RBI has 
taken a bold and significant step. 

It has decided to increase CRR of the 
scheduled commercial banks, Regional 
Rural Banks (RRBs), scheduled state co- 
operative banks and scheduled primary 
(urban) cooperative banking system by 
50 basis points of their Net Demand and 
Time Liabilities (NDTL) in two stages. 
CRR was increased by 25 basis points 
with effect from the fortnight beginning 
December 23, 2006 and a further in- 
crease of 25 basis points effective from 
the fortnight beginning January 6, 2007. 
This move by RBI was a very signifi- 
cant one made at a very crucial time af- 
ter taking into consideration the eco- 
nomic environment and having a close 
look at some of the specific economic in- 
dicators. The move, according to the 
apex bank, was not only meant to con- 


|: the recent mid-term review of the 
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solidate the growth story but also to 
look into the future. The RBI press re- 
lease said, “Furthermore, containing in- 
flation expectations in the current envi- 
ronment and consolidating gains 
achieved so far in regard to stability 
would warrant appropriate, immediate 
measures and willingness to take re- 
course to all possible measures in re- 
sponse to evolving circumstances 
promptly. The objective is to continue to 
maintain conditions of stability that 
contribute to sustaining the momen- 
tum of growth on an enduring basis. To- 
wards this objective, the monetary 
policy stance and measures will need to 
be in a process of careful rebalancing 
and timely adjustment.” 

Willing to take recourse to all pos- 
sible measures? Surely it was! CRR 
had never been hiked in the last two 
years. It is also against RBI’s thinking 





to move CRR eventually to 3%. It would 
not be wrong to say that the market was 
a bit surprised by the move. The finan- 
cial markets, especially the stock mar- 
kets, crashed after the news came in. 
The crash was one of the biggest in BSE 
history and, perhaps, it also reiterates 
the role of RBI and the impact of its 
decision on the financial markets. 
(There are also others who think that 
the market crashed on the back of unex- 
pected IIP figures.) 


Why the move? 

RBI had to take this crucial step keep- 
ing in mind the economic conditions. 
Some of the important indicators it 
took into consideration for making this 
move are the growth in real GDP, money 
supply and inflation figures. The real 
GDP grew at 9.2% during the quarter 
July-September 2006 and 9.1% in the 
first half of the year 2006-07. 

The bank credit off-take also in- 
creased substantially that year when 
compared to the previous year. Non-food 
bank credit was up 30.1% on November 
24, 2006 which was over and above the 
increase of 31.1% a year ago. The money 
supply (M.) also grew at 19.4% by No- 
vember 24, 2006, up from 17.3% a year 
ago. There was an expansion of reserve 
money, which was 17.5% as on November 
24, 2006; higher than 14.9% a year ago. 

Marinating adequate amount of li- 
quidity in the economic system is one of 
the important roles of any central bank. 
RBI has taken steps to control the li- 
quidity situation. Additional liquidity 
amounting to Rs. 12,342 cr was ab- 
sorbed under the Market Stabilization 
Scheme (MSS) during 2006-07 up to 
November 2006. These balances under 
the MSS increased from Rs. 29,000 cr 
on March 31, 2006 to Rs. 39,233 cr by 
November 30, 2006. 
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Perhaps, one of the most important 
economic indicators which the central 
bank might have looked closely is che in- 
flation figures. Whelesale Price Index 
(WPI) inflation rose from 4.1% at the end 
March 2006 to 5.8% as on November 
25, 2006; higher than 4.5% recorded a 
year ago. Also, on the Consumer Price In- 
cex (CPI) the reading was not that differ- 
ent. Inflation based on the CPI for indus- 
trial workers, urban non-manual employ- 
ees, agricultural laborers and rural labor- 
ers are 7.396, 7.2%, 8.4% and 8.1% ir. Octo- 
ber 2006, up from 4.2%, 4.6%, 3.2% and 
32%, respectively a year ago. 

What was also important is the in- 
dustrial outlook, whieh looked pretty up- 
beat with measures to increase capacity 
and ability to bear the increased casts of 
inputs. As per the RBI's Industria. Out- 
icok survey, a majority of respondents 
‘rom the private corporate sector expect 
nigher increase in priees of both inputs 
and outputs. It saw growing strains on 
domestic capacity utilization anc also 
saw companies expanding capacity, but 
elt that the realization could be con- 
strained over the next two years. At the 
same time, the best indicator of the in- 
dustrial performance. the stock market, 
was buoyant reaching all-time highs and 
eonsolidating on its new peaks. Another 
positive was the decline in the price of 
crude oil. 

RBI, though happy with the external 
situation, was concerned about the capi- 
tal flows as more and more companies 

vere going abroad to raise the capital. It 

felt that this would seriously impact the 
liquidity situation. It said that the exter- 
na. sector continues to be strong, and cur- 
rent account deficit is likely to be clese to 
the trend and will continue to be aecom- 
modated by net capital flows. However, it 
is necessary to recognize the challenges 
emanating from capital flows and conse- 
quent impact on increasing liquidity. 





Implications of the move 

The repercussions of hike in CRR would 
surely be felt in different segments of the 
economy in many forms. But first, the 
cuestion would be asked as to why CRR, 
which has not seen an upward movement 
for some time, has changed its direction 
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and what should one read into the timing 
of this move. However, many of them feel 
that RBIs move was right. Sankarsan 
Basu, Professor of Finance at IIM Banga- 
lore, thinks that it was the right move and 
commended the central bank for taking 
this decision. He says, “I think this is a 
move in the right direction and shows a 
strong resolve on the part cf RBI that it is 
not going to shirk its responsibility as a 
central bank. The move is intended at 
dampening the inflationary tendencies 
that were creeping into the economy and 
is definitely a welcome move. After all, 
that is what central banks are supposed 
to do and RBI has fulfilled that role very 
effectively in this case. The action is even 
more credible in the face of opposition to 
such a move from most of the market 
participants.” 

With regard to the timing of the move, 
even though in the short ran the market 
reacted negatively, it slowly made good the 
loss putting to rest the fears and appre- 
hensions of the timing of the move. A good 
measure of that is the impact on the equity 
markets —immediately fo lowing RBI's 
announcement, the markets fell. It was 
more of a panic reaction rather than any 
reasoned decision of the investors. This 
fact is borne out by the fact that the mar- 
kets have moved back to the pre-an- 
nouncement levels very soon. 

After looking closely at the timing of 
the move, it would be interesting to study 
the impact of the move keeping in mind 
the intended consequences and the unin- 
tended consequences, if anv. There is no 
doubt, the RBI has kept a close eye on 
inflation and seems to be concerned about 
it. Time and again it has warned and 
taken steps and recommenced to the gov- 
ernment on important issues relating to 
inflation. 

Taking monetary measures to con- 
trol inflation is surely one of the ways. 
Sankarsan Basu, talking about the im- 
portance of the role of central bank in a 
scenario where the government is not in 
a position to take stringent fiscal means, 
he says, "Use of monetary measures by 
RBI is definitely one way of controlling 
inflation. It becomes even more impor- 
tant in the scenario of the government 
really not acting on the fiseal measures 





(due to political compulsions). It is true 
that monetary measures take some 
time in having an impact, but in the me- 
dium- to long-term they do have a posi- 
tive impact and deliver the results that 
are expected of them." 

Perhaps, this move would have un- 
intended consequences. It is said that 
the liquidity position of about Rs. 
13,500 cr would be sucked out of the eco- 
nomic system. This would surely in- 
crease the cost of borrowings for the cor- 
porate and also raise the general inter- 
est rates in the economy. Many of the 
banks both from the private and public 
sector have increased the interest rates 
after the RBI announcement. There ap- 
pears to be nothing wrong with the in- 
terest moving up as it seems to be the 
trend globally, and also Indian economy 
is well-built now to take care of this 
marginal increase in interest rates. But 
in the short-term it could have an im- 
pact on the corporate as they would take 
some time to search for alternatives. 
Also, with most companies going broad 
to raise their capital whether in the 
form of debt, equity or convertibles, it 
would surely have no grave impact on 
the industry. 

Finally, the decisive moves by the 
RBI raises questions as to whether the 
thinking of the central bank is in tune 
with the global trend. Sankarsan Basu 
saysthat, to a large extent, the thinking is 
in the same direction; but he also says 
that RBI has to take the domestic condi- 
tions into view before taking any decision. 
He points out, “To a large extent, the 
thinking is in line with the thinking ofthe 
other major central banks, but RBI also 
has certain domestic compulsions and 
the decisions of RBI are, therefore, tem- 
pered to that effect." 

This move by RBI clearly reminds us 
about the roles and responsibilities of the 
central bank and the important decisions 
it takes, even if it means moving away 
from traditional thinking. Such bold 
moves reiterate the importance of mon- 
etary measures in keeping the country's 
growth and stability intact.w 

- D Satish and Siba Prasad Pothal 
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Europe's Investment Regulation 


Towards More Transparency 








Though many are miffed at the costly MiFID, the new rules will open up 
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European financial markets and promote competition, transparency and 


lower costs for the investors. 





e prosperity of London as a re- 
gional financial hub for more 
than two decades is an example 

or how the deregulation of financial 
markets would create more open and 
eficient markets. The European 
Union's (EU's) latest move is another 
step towards integrating the finzncial 
markets across Europe. The Markets in 
Financial Instruments Directive, 
known as MiFID, will come into »ffect 
from November 2007. This is an impor- 
tant development in the financia. ser- 
vice industry of EU's plan for a single 
market. The directive embraces both 
wholesale and retail trade in securities, 
derivatives, exchanges and all sorts of 
related financial companies in the re- 
gion. Besides synchrenizing the securi- 
ties trading, MiFID will protect inves- 
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tors' interests by removing stock mar- 
kets' monopoly while helping compa- 
nies to operate across the region. Ex- 
perts say that the move will affect in- 
vestment banks to stockbrokers and 
asset managers and it will alter the 
region's financial markets profoundly. 
On the other hand, the directive would 
transform the landscape for securities 
trading by introducing competition. 
The vendors, exchanges and securities 
firms are gearing to face the challenges 
under the new regulation. The directive 
can become a new big bang for EU. 


MiFID — New big bang? 

The MiFID is a foundation to move to- 
ward a single market in the EU finan- 
cial services. It was introduced in place 
of Investment Services Directive (ISD). 





The deadline for all 25 member states is 
April 30, 2007 and grace period is up to 
November 2007. According to the new di- 
rective, firms can do business seamlessly 
across national borders, which is ex- 
pected to benefit many stakeholders in 
the financial markets. However, Jeremy 
Scott, Global Financial Services Leader, 
PricewaterhouseCoopers LLP says, 
"There is much to do still. Many indi- 
vidual countries have yet to issue their 
detailed implementation plans and 
many firms are awaiting such guidance 
before concluding their plans, but major 
financial services firms are now setting 
aside sensible budgets for this." 

Under the new regulation, the ben- 
efits will be felt gradually; but the 
pressure is mounting on the stock ex- 
changes to become more efficient or 
consolidate. Not everyone, but some 
would benefit more than others. The 
middle-level financial firms have to 
compete with big investment banks for 
securities trading; hence, the custom- 
ers are major beneficiaries. Thus, the 
new directive should promote competi- 
tion, transparency and lower costs for 
the investors. According to Scott, “Ben- 
eficiaries will be the investors — more 
investment venues and markets, more 
transparency, and potentially lower 
margins—and also consistent protec- 
tion around Europe." On the other 
hand, according to him, “Losers may be 
the exchanges who may lose out to the 
major investment banks and brokers 
that seek to become systemic 
internalizers or even multilateral 
trading facilities and losers could in- 
clude smaller brokers for whom the 
cost of system changes may be 
prohibitive, but they are more likely to 
outsource than to close down. We are 
already seeing consolidation of ex- 
changes in response to this." 
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The directive, in which EU member 
states are supposed to merge into their 
own laws by January 2007, is sup- 
posed to accomplish all this in several 
ways. These rules are intended to in- 
crease competition across the borders, 
which allow financial firms to do busi- 
ness across Europe with the approval 
of their home authorities. To make this 
happen, investor protection rules have 
to be harmonized for consistent stan- 
dard in areas such as investments ad- 
vice, order handling and completion of 
securities trade. Although most shares 
in Europe are still traded on ex- 
changes, there is a growing need for al- 
ternatives like off-exchange trading 
between investment banks. Still, in 
some countries such as France and 
Italy, the existing rules force all share 
trades through local bourses. Accord- 
ing to the new rules, the monopolies 
will end. Further, by facing the threat 
of greater competition, the local stock 
exchanges would opt for mergers. Fi- 
nally, it promotes the transparency 
and investors are able to subscribe to 
the information services of their choice 
of the stocks. The ultimate goal is to 
introduce the notion of *best execu- 
tion", which means brokers are needed 
to show their clients that they have 
achieved the best price when buying or 
selling the stock. Bankers could match 
buy and sell orders from clients in- 
house, as per the MiFID jargon, the 


Which Benefits will MiFID have for your 





Business? 

% (choose three responses) 
Easier to do business across Europe 37 
Able to establish Europe-wide 
compliance standards 30 
More investment-product sales outside 
home market 24 
No significant benefits expected 24 
Cost savings from common 
operational/IT platform 18 
Regulatory barriers to new 
competitors will rise 15 
Increased liquidity will lead to 
keener pricing 14 
Source: KPMG Intemational Economist Intelligence Unit 
Survey, 2006 
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bank would become a systematic 
internalizer. In the process, stock ex- 
changes are feeling the pressure to 
keep low trading costs or risk losing 
their order flow. 


Are they ready? 

MiFID directive was supposed to be 
implemented last year; but now fur- 
ther delaying might escalate the un- 
certainty and compliance costs. Na- 
tional regulators are needed to settle 
ambiguities by agreeing on defini- 
tions. Charlie McCreevy, the Euro- 
pean Commissioner for internal mar- 
ket and services, argues that the direc- 
tives set out the principles rather 
than detailed prescriptions of how 
business must be done. And lack of 
precision in MiFID is paving the way 
for political differences between the 
European governments, which is caus- 
ing trouble to financial firms. Ana- 
lysts say, “The greater risk is not that 
firms will fail to make the deadline, 
but that national governments will 
not pass the legislation in time." 
Some groups are voicing concerns over 
the cost of compliance. They have 
made a fierce assault on those parts of 
MiFID which are unclear. These in- 
clude application of best execution 
rules to securities other than shares 
such as corporate bonds or specialized 
derivatives that are traded off-ex- 
change. However, traders argue that 
price is the single most difficult issue 
in implementing MiFID. 

McCreevy warned that the com- 
mission would launch infringement 
procedures against member states 
failing to make the necessary adjust- 
ments to their national laws for 
timely MiFID compliance. The inevi- 
tability of MiFID is increasing with 
service and software providers coming 
up with new products such as 
Telekurs — new platform for the collec- 
tion and dissemination of market 
data. Similarly, exchanges are reposi- 
tioning to capture the market post- 
MiFID. Scott says, “The challenges 
are both in terms of changes needed 
for the firms’ systems to meet new 
transparency/reporting requirements 


and decisions that firms have to make 
on how their business models must be 
changed — changes to IT systems take 
a lot of time." 

Critics doubt that MiFID may 
cause the industry to fragment at the 
expense of the mid-market players. 
For the big institutions the burden 
and cost of new regulations is more 
than outweighed by the benefits of lib- 
eralized European market. According 
to Accenture estimates, it takes $19 
mn for minimum compliance to more 
than $50 mn to prepare fully for the 
new business opportunities for the 
top-tier investment bank. However, 
all these benefits will only occur if the 
national authorities avoid the temp- 
tation to "gold plate"—to introduce lo- 
cal regulatory complexities and to 
augment local constraints and re- 
quirements. To counter this, the EC 
has introduced an “anti-gold plating" 
clause to protect against such compli- 
cations unless they can be rigorously 
justified in terms of investor protec- 
tion or market integrity. 

However, the EU is pinning hopes 
on the new directive that will trans- 
form the region in replicating the suc- 
cess of London, in becoming a global 
financial hub. Scott says, “It will give 
it greater critical mass— but there are 
many other factors which have made 
New York and London the world's 
leading financial centers— some of 
these have still to be tackled through- 
out Europe—including taxation dif- 
ferences and anomalies." The debate 
that is spanning over the MiFID issue 
is, whether it is another big bang or a 
damp squib. But for IT consultancies 
and software developers, it is an im- 
mediate money spinner. Although 
MiFID will work only if regulators pull 
together and financial firms prepare, 
however, currently there is little sign 
of either. If MiFID is rolled out as in- 
tended, this will surely make an im- 
pact on the way that stocks, bonds and 
derivatives are traded.m 


- N Janardhan Rao and Ravi Babu Adusumilli 
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FDI in Bourses 


Attracting Global Attention 
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Within a month of FDI deregulation in stock exchanges, many major global 
players have lined up for a stake in the Indian stock exchanges. 





Our investment in India’s National 
Stock Exchange complements our global 
growth strategy. The National Stock Ex- 
change shares our global vision. 


- John A Thain 
CEO of the NYSE Group 


f late, consolidation and alliance 

have become the order of the day 

for the stock exchanges across 
the globe. New York Stock Exchange 
(NYSE), the world's largest stock ex- 
change, taking a stake in India's largest 
stock exchange, National Stoc« Ex- 
change (NSE), signals that the zlobal 
consolidation frenzy has reached Indian 
shores as well. In just less than a month 
af RBIs announcement of FDI regula- 
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tions, NSE could attract foreign holding 
of 20% from NYSE along with three other 
financial institutions, namely, Goldman 
Sachs, General Atlantic, and Softbank 
Asian Infrastructure Fund. This is a wel- 
come gesture which signifies the kind of 
interest global counterparts have in the 
Indian market. 


Global consolidation crive 

Until the 1990s, exchanges across the 
globe survived predominantly on mutual 
ownership structures wherein the mem- 
bers of the exchange enjoyed the owner- 
ship, management and trading rights of 
a particular stock exchange. Open outcry 
floor trading was primarily used by all 
the exchanges to trade in the stocks. 


However, over a period of time, more 
and more stock exchanges started favor- 
ing demutualization due to the benefits 
that it offers. Exchanges which undergo 
demutualization will have access to 
more funds to improve their technologi- 
cal platform, they are free to acquire 
other exchanges and can also acquire 
good bargaining position in times of 
takeovers. Demutualization basically 
separates the ownership, voting rights 
and the management from the right to 
trade. This process enables the transfor- 
mation of exchanges from mutual owner- 
ship structure to for-profit, public ex- 
changes. These exchanges in turn are ex- 
pected to perform well and become more 
competitive to increase the sharehold- 
ers' wealth. 

Besides this, a flurry of drivers like 
technological, competitive and regula- 
tory have changed the way trading was 
done in the olden days. Technological ad- 
vances include shift from physical to 
electronic trading floors, development of 
Electronic Communication Networks 
(ECNs), algorithm trading, etc. Besides 
these, regulatory drivers include Regula- 
tion National Market System (Reg 
NMS) of the US and Markets in Finan- 
cial Instruments Directive (MiFID) of 
Europe, which necessitated the ex- 
changes to deal with best execution at 
best price. These drivers have played a 
key role in the increasing trend of market 
consolidation. 

Though equity financing and the sub- 
sequent secondary markets for those 
shares have been quite popular in the 
US since many years, Europe has wit- 
nessed this trend only after the 1980s 
with the deregulation of the markets. 
Since then, both American and Euro- 
pean exchanges have been strengthening 
their positions either organically or inor- 
ganically: Inorganic growth being either 
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House Repairs Loan/Personal Loan 


| I. Education Loan 10.00 

| Ill. Rent Securitization Loan 10.50 

= | IV. Woman Entrepreneur 10.50 
| V. Loans & Advs. to Educational Institutions 11.00 


| Vi. Mortgage Loan (with equitable mortgage) 
j Secured SOROR CMS Credit Facies nory Sector Advances) 





e 15 es provide eleven hours customers service in two shifts & Sunday Banking 
e 24 Hours ATM Services are available in 32 branches 

e Citizens Co-op. Bank's, Pune Merged with our Bank w.e.f. 03.07.2006 

e No. of Branches in Maharashtra is 52 with | Extention Counter 


FINANCIAL HIGHLIGHTS AS ON 31.03.2006 


(Amt. in Crores Rs.) 


Deposits : 1835.86 | CRAR : 39.65% 
Loans & Advances : 914.87 | Net NPA : 0% 
Total Investment : 1263.52 Net Profit : 72.69 
Share Capital & Reserves : 514.44 


(SCHEDULED BANK) 


K.K. Tower, G.D.Ambekar Marg, Mumbai-400 012. 
Phone No.: 24140961-64, 56053690; Fax: 24139782 
Visit us at: www.abhyudaya.com 

E-mail: secretarial@abhyudayabank.net 


TRUSTED BY MILLIONS OF DEPOSITORS, SHAREHOLDERS AND CONSTITUENTS 
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hrough local or transatlantic alliances. 

To evade the stringent regulations of 
the US which were introduced post 9/11 
issue, American exchanges startec mak- 
ing alliances with European counter- 
parts whose regulations are compara- 
tively lenient. Recently, NYSE acquired 
the Euronext, an European stock ex- 
change, after ousting a rival bid by the 
Evropean exchange Deutsche Bourse. 
Prior to this, NYSE accuired Archi- 
pelago Holdings via reverse takecver to 
form NYSE group. Apart from this, Lon- 
con Stock Exchange (LSE) of Europe has 
elways beer: a preferred exchange to ac- 
cuire for both European and American 
exchanges. Exchanges like NYSE, 
Deutsche Bourse and also NASDAQ, 
which holds around 25% stake in LSE, 
are among the list of interested parties 
for LSE. 

LSE has also been in talks with, 
Asia’s largest, Tokyo Stock Exchange 
(TSE). The announced $8 bn deal be- 
tween Chicago Mercantile Exchange and 
Chicago Board of Trade is poised to create 
the world's largest financial derivatives 
contract market. Thus, the consolidation 
wave has been sweeping both the equity 
end commodities exchange across the 
gicbe. With the announcement of FDI 
policy for stock exchanges in India, the 
wave has reached the Indian shores also. 


The Indian lure 
‘The fact that Indian stock markets are 
among the best regulated and more 
transparent over other emerging markets 
askes it all the more luring for global 
stock exchanges to look up to India. The 
robust growth in the past few years can be 
greatly attributed to the visibility of the 
private corporate sector which is truly 
growing competitive and going global. 
Nevertheless, the fact that the In- 
ian investors have icw exposure to eq- 














uity markets presents tremendous op- 
portunity for stock exchanges to grow by 
leaps and bounds in line with the spec- 
tacular performance of the economy. 
Commodities exchanges are also poised 
to attract the attention of global inves- 
tors in future with the increasing eco- 
romic growth rates. which can give a 
boost to the consumption levels. 
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To encourage foreign investment in 
Indian bourses, RBI has formulated an 
FDI policy which limits the foreign in- 
vestment to 49%. The government was 
not very keen to allow the majority stake 
of foreign holding in Indian bourses in 
the initial stages and preferred the 
gradual opening up of the Indian 
bourses. Though the need for formulat- 
ing the FDI policy was not felt earlier, the 
stipulated demutualization norms have 
necessitated the framing of the policy. 

On December 22, 2006, RBI allowed 
foreign investment of up to 49% in stock 
exchanges, which includes the FDI cap of 
26% and FII limit of 28%, Sebi has re- 
stricted the investment limit for a single 
foreign investor at 596, beyond which FII 
or foreign stock exchanges cannot take 
stake in Indian stock exchanges. 


The NSE deal 
Soon after the announcement of the FDI 
policy, NSE was the first Indian bourse to 
attract foreign investors to take a stake in 
it. It is all the more interesting to know 
that NSE was also the first stock ex- 
change in Asia to attract FDI in bourses. 
NYSE along with three financial institu- 
tions, namely, Softbank Asian Infra- 
structure Fund, General Atlantic and 
Goldman Sachs picked up 20% stake in 
NSE which is valued at $490 mn. The 
sellers of this 20% stake include IFCI, 
PNB, IL&FS, ICICI, and GIC. The total 
value of NSE was pegged at $2.5 bn. 
NYSE group termed the deal as stra- 
tegic investment which is the beginning 
of a long-term strategic partnership. In a 
press meet, Nelson Chai, Chief Finan- 
cial Officer and Executive Vice-Presi- 
dent of NYSE Group commented, "The 
NSE is India's largest multi-asset ex- 
change and a leader in equities, deriva- 
tives and fixed income markets. We are 
confident that we can work together to 
create value for our respective share- 
holders and identify new opportunities 
in listings, trading and product develop- 
ment. The potential opportunities are 
very exciting." The deal is also intended 
to increase efficiency and reduce opera- 
tional costs. It is widely expected that 
the deal will be closed by the end of the 
first quarter of 2007. 





While the three financial institu- 
tions have paid $125 mn each for the 
5% stake they have taken, NYSE has 
paid a lower price of $115 mn for the 
same share. This discounted price for 
NYSE is for the promise made by the 
NYSE that it will not pick up any stake 
in Bombay Stock Exchange (BSE). 
Ravi Narain, Managing Director and 
Chief Executive Officer of NSE opined, 
^In a rapidly integrating world of fi- 
nancial markets, this timely partner- 
ship brings together the strengths of 
institutions from North America, Eu- 
rope and Asia. This alliance marks a 
significant milestone for NSE in devel- 
oping a place for itself in the emerging 
global scenario." 

Besides this, the other three inves- 
tors are free to invest in any other stock 
exchanges including BSE. Foreign in- 
vestors are eligible to pick-up another 
6% stake in NSE according to the guide- 
lines prescribed by the government. 
However, a single investor is restricted 
to take a stake of not more than 5% as 
stipulated. On the other hand, BSE will 
also sooner or later offload the 26% 
stake to the foreign investors. The inter- 
esting parties include London Stock Ex- 
change, Deutsche Bourse, Nasdaq and 
Singapore Stock exchange. 


Future potential 

It’s time for close competitors like 
Nasdaq to take stake in BSE, thereby, 
investing in one of the fastest growing 
economies of the world. However, it 
would be more accurate to value BSE 
provided it gets demutualized. This 
move would further help BSE in increas- 
ing its bargaining power. Analysts ex- 
pect that the FDI policy will further be 
liberalized in future, which could allow 
increased foreign investment in India. 
Analysts do opine that India has the po- 
tential to become an attractive destina- 
tion for global stock and commodities 
exchanges in future. Eventually, a situa- 
tion may arise where the Indian bourses 
may become an attractive target in the 
global consolidation trend. 
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As the global FMCG major struggles to resurrect its growth amid fierce 
competition and rising input costs in developed markets, it is pinning much 


hope on HLL. 





I believe India can be an unbelievable 
success story; people talk about China, 
but I believe India's contribution will be 
beyond call centers and Bangalore. India 
is at a tipping point! 

— Patrick Cescau 
CEO, Unilever 


oming straight from the mouth 

ofthe CEO ofthe world's second 

largest consumer goods major, 
these words clearly set the agenda for 
HLL, Unilever's Indian subsidiary, to 
go ahead. For, Unilever, India, along 
with other emerging markets that in- 
clude China, now holds hope for the fu- 
ture as the Anglo-Dutch, food-to-per- 
sonal care behemoth struggles to catch 
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up with rivals like P&G, the world's larg- 
est FMCG company, Swiss Nestlé, and 
France's Danone. The company, which 
has around 206,000 employees in nearly 
100 countries and generated annual 
sales of 40 bn in 2005, set an ambitious 
agenda in 2004 which aimed at reducing 
costs and improving competitiveness. 
"The company's five-year program to 
cut about 1,200 underperforming brands 
did not work to generate the 6% sales 
growth it had forecasted in 2004, when 
sales grew by 0.9%. Sales of its SlimFast 
diet products fell dramatically as 
consumers turned from meal-replace- 
ment products in favor of other 
weight-loss methods such as the 
Atkins high-protein diet," said 


foodproductiondaily.com, in a report in 
2005. The company's recent third quar- 
ter revenue growth for 2006 too was well 
below that figure as revenue grew at 
4.8% in the third quarter, while it stood 
at 3.9% in the first nine months of the 
current fiscal year. In this backdrop, the 
recent India visit of Cescau gains sig- 
nificance. The FMCG giant's two major 
markets, Europe and the Americas, 
which account for close to three-fourth of 
its overall sales, continued to turn in 
lackluster growth. In contrast, Asia-Af- 
rica, accounting for the rest, emerged as 
star performer with a sales growth of an 
impressive 8% in the first nine months 
and 7.5% in the third quarter of fiscal 
2006; the company's fiscal year ends in 
December. India, once again, was the 
bright spot, with a double-digit growth 
rate. "India has sustained double-digit 
sales increases across almost all catego- 
ries. A mix of global, regional and local 
brands are driving growth, notably Surf, 
Wheel, Lux, Lifebuoy and Clinic," said 
the company while releasing its third 
quarter results. 

This, coupled with rising competi- 
tion from global players like P&G in 
most of the consumer goods categories, 
L'Oreal in personal care category, and 
Nestlé in foods division, is compelling 
the world's second largest FMCG com- 
pany to restrategize and reorient itself 
by shifting resources to the emerging In- 
dian market so as to maintain its mar- 
ket share. No doubt, emerging markets 
like India have a bigger role to play now, 
if the FMCG giant has to maintain its 
lead. In the process, Unilever is trying 
to replicate the success scripted by its 
arch-rival P&G in the Chinese market. 
"We expect India to be to Unilever what 
China has been to other companies," 
said an optimistic Cescau in a press 
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meet. The booming Chinese economy 
propelled and helped the makers of the 
popular brands like Crest, Duracell, 
Old Spice, and Tide to fuel its growth. 
Now Unilever is counting heavily on the 
būoyant Indian market to give a fitting 
reply to P&G. 


Restructuring: More is less 

The FMCG major, which once rode high 
with its acquisition-led growth and 
which apparently culminated with a se- 
mes of acquisitions in 2000-01, aimed 
a; sprucing up its top line, could not 
achieve the targeted growth of 5-6% by 
2004. Rather, the year saw the 
company's sales decline by 69» while 
profits fell by a huge 32%. This came as 
a huge blow to the company's much- 
touted "Path to Growth” plan launched 
ir. 2000, which aimed at growing rev- 
enue by 6%, annually. Under pressure 
from unhappy shareholders who 
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shunned the stock in favor of high-flying 
tech scrips, the company pushed for fur- 
ther restructuring 2004 onwards, which 
saw it getting rid of non-core busi- 
nesses. In 2004, the FMCG major dis- 
posed of more than 20 businesses with 
a total turnover in excess of 700 mn. 
Significant disposals included the sale 
of certain household care brands in 
North America, edible oils business in 
Mexico, the Dalda brand in Pakistan, 
and chemicals business in India. The 
company followed the sale-off spree into 
2005 as well which saw it trimming fur- 
ther flab, selling businesses like 
Unilever Cosmetics International 
(UCD to Coty Inc., US; frozen pizza to 
Austria; spreads and cooking products 
to Australia and New Zezland; and tea 
plantations to India, among others. 
Bowing further to the shareholders' 
pressure, the company also decided to 
give up its now outdated dual board 
structure. However, later in a retreat, it 
decided to make only cosmetic changes 
in its ownership structure, which saw it 
doing away with two CEOs (one for its 
British head office and another for the 
Dutch-based one). It also has done away 
with two chairmen. In the latest devel- 
opment, the company arnounced the 
appointment of a Swiss entrepreneur to 
takeover as its non-execut:ve chairman, 
subject to approval by the company's 
shareholders. It is for the first time in 
the history of the company that an out- 
sider would be at its helm of affairs. 
Michael Treschow, dubbed as *Mack 
the Knife," in Western media, would be 
assuming charge in Mav 2006, from 
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Electrolux, where he worked as CEO 
until 2000 before becoming its chair- 
man, and was instrumental in fierce 
cost-cutting at the Swedish consumer 
appliances giant during the late 1990s. 

However, the global food major to- 
day needs much more than cost-cutting: 
While cost-cutting is a must, Mack 
would need to augment growth in 
emerging markets, which present ma- 
jor opportunities. It is where HLL can 
play a significant role. “No doubt, 
Unilever is counting on HLL, and 
rightly so, to not only generate out- 
standing growth and margins but also 
to become a net supplier of technology, 
talent and ideas to its parent com- 
pany,” suggested Cescau during his In- 
dia visit; his second after taking charge 
at the Anglo-Dutch giant. 


India bound 

In the recent third quarter, the 
company’s worldwide sales grew by a 
meager 5% with no improvement in 
margins due to significant rise in costs. 
In the financial year 2005, costs 
headwind crossed the analysts’ estima- 
tion. In fact, costs were highest in the 
third quarter for the past seven quar- 
ters. Owing to rising input costs, which 
could not be passed on to consumers to- 
tally, profits plummeted by a huge 48%; 
increased advertising expenditure too 
led to a dip in the bottom line. The esca- 
lating costs, which though gripped the 
entire FMCG industry, troubled 
Unilever even in the March and the 
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June quarters and compelled it to take 
some serious measures to neutralize a 
part of the cost-hike through cost-effi- 
ciency and through judicious price in- 
creases. 

To at least keep its market share 
intact, if not to raise it, Unilever is now 
looking at emerging markets more seri- 
ously than ever before. It is now overtly 
true that economic center of gravity is 
rapidly shifting to the developing and 
the emerging economies away from the 
developed world. The MNCs and the 
global giants have already started to 
deepen their toehold in the lucrative 
emerging markets. Unilever focuses on 
Incia—the fourth largest economy in 
zhe world in terms of purchasing power 
parity — while its arch-rival solidifies 
its presence in the Chinese market. 

India, which accounted for 13% in 
Unilever's developing and emerging 
markets business of around 15-16 bn, 
during the recent third quarter, prom- 
ises to add further to Unilever's kitty. 
The per capita consumption of FMCG 
products in India is one of the lowest in 
the world, which, in fact, is not even at 
par with some of the developing na- 
tions. Now with the economy on an up- 
swing with rising disposable incomes, 
growing middle-class, changing 
lifestyles, the retail revolution just 
promises to add spice to the FMCG 
giant’s palate (read, bottom line). Ac- 
cording to a report by leading industry 
chamber Assocham, FMCG sector is 
likely to grow by more than 50% in rural 
and semi-urban areas by 2010. In the 
Chinese market, P&G’s sales increased 
at a cumulative annual average rate of 
25% between 2002 and 2005; whereas, 
Unilever’s sales in India grew at less 
than 10% in the last two years. In India, 
in any category of FMCG, like deter- 
gents and shampoos, the per capita con- 
sumption and penetration levels are 
very low. So there is a huge scope for 
growth. Further, the market for pro- 
cessed food in India is at a prenatal pe- 
riod and with the outstanding brands 
like Knorr, Kissan and Annapurna, 
Unilever is likely to capitalize on it in 
tne near future. Asserting the impor- 
tance Unilever is putting on India, 


34 February 2007 








Unilever vs. HLL: Comparison of Sorts AS 

CY00 CY01 CY02 . CY03 CYO04 CAGR (9) 
EBIDTA Margins 
Unilever 2,569,428 2,781,756 2,606,580 2,305,422 2,169,126 -4.10 
HLL 106,038 ^ 106,676 99,549 101,384 99,269 -1.60 
Net Sales 
Unilever (96) 6.60 9.60 10.40 12.80 8.50 
HLL (96) 13.80 16.10 19.60 19.50 14.50 
Net Profits 
Unilever 56,916 90,720 115,344 149,148 101,304 15.50 
HLL 13,101 16,413 17,557 17,718 12,012 -2.10 
Net Profit Margins 
Unilever (96) 2.20 3.30 4.40 6.50 4.70 
HLL (96) 12.40 15.40 17.60 17.50 12.10 
Source: Yahoo Finance 


Cescau exhorted, “We want to develop 
our food business here (India), based on 
the needs of the Indian consumer. We 
will not recycle products from Europe 
for India.” He reassures that Unilever's 
aggressive India-specific strategy is not 
just on paper, rather Unilever is too se- 
rious to maintain and raise market 
share in India across categories, launch 
innovative and technology-driven prod- 
ucts through focused R&D programs 
and to engage with high-profile players 
in organized retail to augment its op- 
erational efficiency. Moreover, Unilever 
is also embracing the huge talent pool 
available in emerging markets as well 
as in India. Statistics vindicate this 
fact as nearly 35% of the management 
top brass is from developing and emerg- 
ing markets and this has a huge impact 





Operating Margin in 2006 


Unilever 

YID Q3 
Operating Margin 14.50 14.80 
— after charging RDIs of (0.30) (0.80) 
Year-on-year Change 
Operating Margin 0.30 (0.80) 
Operating Margin before RDIs (0.70) (0.70) 
Key Drivers 
A&P (0.60) (0.80) 
Savings 2.10 2.40 
Cost/Price/Mix (2.20) (2.30) 
Source: Unilever 


on the decision-making process of 
Unilever. In fact, two members of 
the top team reporting to the CEO are 
Indians. 


Can it deliver? 

Notwithstanding the euphoria, some 
analysts, however, feel that entry of 
modern retail formats like Wal-Mart, 
Carrefour, etc. may pose a threat to es- 
tablished FMCG players. However, 
Cescau pooh-poohed the idea that 
HLL’s sales and margins would suffer. 
He reminded the HLL management 
that the aim of the company is to part- 
ner the retailers and not to compete 
with them, and importantly Unilever 
has an excellent relationship with re- 
tail giants like Wal-Mart, Tesco and 
Carrefour in overseas markets. The ex- 
perience of Unilever with Wal-Mart 
has been quite satisfactory for both the 
parties. The growth of Wal-Mart has 
not impacted Unilever adversely and 
the same is expected in India also. 
Last but not the least, say optimists, 
the booming retail businesses and the 
important role played by them in pull- 
ing agriculture will help revolutionize 
the food industry and, thereby, comple- 
ment the FMCG sector. However, the 
billion dollar question remains— can 
India do to Unilever what China has 
done to P&G?m 


— Amit Singh Sisodiya and Sanjoy De 
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Moser Baer 


Redefining Home Entertainment 





One of the world's largest manufacturers of optical data storage media has 
made an explosive entry into the home entertainment market by slashing 
the prices of high quality titles to make them attractive. 





midst the strong economic 

growth and rising income lev 

els, the Indian entertainment 
industry is one of the fastest growing 
sectors. Indian films and music have 
become global phenomena. The country 
produces 1,000 movies a year; about 10 
times the films generated in Holly- 
wood. Today, the industry is witnessing 
a paradigm shift in distribution, going 
by new distribution channels such as 
broadband, Internet access and wire- 
less communications. All the factors 
are driving towards significant growth 
and the industry is gearing up to out- 
perform GDP growth by a noteworthy 
margin in the coming years. On the 
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other hand, technological advancement 
is driving its boundaries and merging 
with those of telecommunications and 
IT segments, pushing a host of value- 
added features for consumers and new 
revenue streams for companies. Mobile 
entertainment has become the biggest 
growth driver in the recent past because 
of its ability to overcome the unlimited 
boundaries of time and space. 

Coming to the entertainment distri- 
bution, technological advancement has 
been playing a crucial role. It has moved 
on from Gramophones to LP recorders 
to audio cassettes to VCDs to MP3s to 
DVDs. The industry has over 26 million 
DVD and VCD households, and is grow- 


ing at a rate of 25% per annum. How- 
ever, the Indian home video market ac- 
counts for a mere 7% of the total film 
revenue, which is Rs. 7,900 cr, creating a 
vacuum in this segment. Moser Baer 
India (MBI) is stroking and feeling the 
entertainment market, as T-series is 
banging it in the audio cassette seg- 
ment. 

Moser Baer is one of the world’s larg- 
est manufacturers of optical data stor- 
age media, with its strong presence in 
82 countries. It had started its opera- 
tions as a time recorder unit, which 
later diversified its products by enter- 
ing the data storage industry—with 12 
global optical media brands. The com- 
pany sells under its own brand name 
“MoserBaer Pro” using the “Protection 
Plus” technology. Moser Baer intro- 
duced new products on par with techno- 
logical breakthroughs. When the flop- 
pies went out, they moved on from CDs 
to DVDs and now they are ready to 
launch high density DVDs. Deepak 
Puri, CMD, Moser Baer India, claims 
that they are amongst the lowest cost 
producers in this business. Today, it 
earns nearly 75% of its revenues from 
exports, the biggest customers being 
the US, Europe and Japan. 

Currently, MBI is one of India’s 
leading technology companies and 
shares nearly 40% of the Indian domes- 
tic market, which is the second fastest 
growing market—next only to China. 
Though initially it was only a technol- 
ogy recipient, it has now diversified its 
strategies into a technology developer 
and innovator. The Indian optical stor- 
age industry is in its infancy and MBI 
has eyes on this market. With its ad- 
vanced technology, which enables it to 
offer its products at extremely low 
prices, MBI has plans to grab hold of 
it with both hands. It also has the 
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advantage of lower labor and capital 
cost, which are achieved through dye- 
coating and raw material recycling tech- 


DVD@34 

More than a decade ago, T-series en- 
tered the audio cassette industry by 
slashing the prices of audio cassettes. 
Now, Moser Baer has made an explo- 
sive entry into the home entertain- 
ment market by slashing the prices of 
high quality titles at very attractive 
prices—VCDs at Rs. 28 and DVDs at 
Es. 34. Going by its proprietary and 
patented technology, it redefines the 
heme video market, giving a breather 
to the film industry from piracy and 
jeepardizing the DVD rental market. 
RS Sirohi, Ex-Director of IIT Delhi, 
opines, “Because of their production 
capacity and use of indigenous technol- 
ogy, I think they can provide the VCDs 
and DVDs at this price.” 

MBI plans to take its optical me- 
dia one step ahead in the value chain 
by adding content on blank CDs and 
DVDs. It plans to extend its purview 
tc include major regional markets. 
Moser Baer's entertainment division 
is trying to negotiate and acquire 
copyrights for 7,000 movies produced 
in major regional languages in India 
and is planning to invest Rs. 500 cr in 
the next few years. “We want to ac- 
quire 40% of all the movie content pro- 
duced in India in the coming years,” 
says Harish Dayani, CEO of enter- 
tainment division. 


On the right track 

Hewever, the content and distribution 
is more expensive than the production 
cost of DVD. The video rights of DVDs 
cost around Rs. 5 er depending on the 
star cast and film banner. It is more 
expensive to procure home video 
rights for the recent films than com- 
pared to old films. Until recently, the 
owners of the film rights bought blank 
DVDs and VCDs: from Moser Baer, 
and then sold the film at a high price. 
For instance, Hindi film DVDs are 
sold a: a price of Rs. 400. The company 
now plans to distribute original DVDs 
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and VCDs with enhanced quality and 
a price one-tenth of the existing retail 
price by setting up 3,000 own stores 
across the country, through its well-or- 
ganized three-tiered channels, like an 
FMCG product— available at even 
small provision stores or a paan shop. 
Distribution won't be a problem for 
the company as its blank CDs and 
DVDs have already hit the stores. The 
video libraries can also use this to 
their advantage by shifting their busi- 
ness strategy from renting to selling. 
The industry has warmly welcomed 
this move from Moser Baer. For con- 
tent owners, it makes sense to license 
rights to MBI as the market will ex- 
pand dramatically. The revenue of 
home entertainment market is cer- 
tainly expected to rise. 


Problems aplenty 

Analysts say MBI faces the challenge 
from the online music and video sharing 
sites, where downloads are available 
for free with just a click of the mouse. 
Hence, music companies like T-series 
have diversified their business strate- 
gies by going online. Following this ex- 
ample, Rajshri Media is also premier- 
ing their home production, Vivah, 
anline. 

DVD as a "media" is on the decline 
worldwide on account of the growth of 
digital technology and in that environ- 
ment MBI has created an interesting 
opportunity and added value to its raw 
product. Critics opine that the company 
would need to sell large volumes— 
nearly 10 million DVDs—to just break 
even. If the sales turnover is 10 million 
DVDs we can assume a profit margin of 
Rs. 5 per piece. So to reach break even, 1 
crore buyers have to buy every movie 
DVD that is released. Hence, there is a 
high volume and a very thin margin 
game being played here. 

However, on the other hand, the 
menace of piracy is challenged as origi- 
nal prints are now affordable even for 
the lower income groups, thereby in- 
creasing the number of prospective cus- 
tomers. Moser Baer's move certainly re- 
duces the loss incurred by the entertain- 
ment industry and it raises a doubt re- 
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garding the future of the pirated VCD 
market, which is eight times more than 
the Rs. 250 cr home video market. Ex- 
perts opine that unless the DVD and 
theatrical release are simultaneous, 
video piracy will not be affected much as 
it is driven by new releases. 


Outlook 

It is a million dollar question whether 
Moser Baer could offer DVDs at such 
low prices even for new releases. It may 
slash the prices of a few “not in de- 
mand" titles and may be some “in de- 
mand" titles, just to attract attention, 
following the example of T-series. Do 
these prices justify distribution and 
retailing costs? Rajat Barjatya, MD, 
Rajshri Media, says, “In the short run, 
Moser Baer's pricing strategy may cre- 
ate a dent in the market. But in the 
long run it might not be able to sustain 
the business with such low pricing." 

Film producing companies are 
skeptical about selling their video 
rights cheap. Some content owners feel 
that it is like devaluing their products. 
However, this may not bother Moser 
Baer's entertainment business; in the 
words of Harish Dayani: “We already 
have 5,000 titles in our fold; whether it 
is a 1950 Raj Kapoor film or a 2005 
Amitabh Bachchan film.” It makes no 
difference to the entertainment indus- 
try whether their films are pirated or 
sold at cheap prices legitimately, as 
both tend to decrease the number of 
moviegoers. 

“We expect to increase our market 
share in the DVD segment to about 
20% over the medium-term. DVD is 
emerging as the key growth driver for 
our revenues in the near-term. We ex- 
pect the momentum to continue into 
the fourth quarter, and consequen- 
tially we have increased our earnings 
significantly," says Deepak Puri. How- 
ever, Moser Baer's technology-led move 
could not only be the start of a com- 
pletely new home video business 
model, but also the start of a world- 
wide trend.m 


— N Janardhan Rao and Suma B 
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e 8.32% interest p.a. 
ə Lifeinsurance upto Rs. 5lacs 
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B BUSINESS ENVIRONMENT 


Indian Gems and Jewelry 


Enter Foreign Brands 





Amidst the booming retail market, the gems and jewelry industry is 
undergoing a gradual transformation from a "storehouse of value" to a 
fashion accessory bazaar. 





n the gems and jewelry industry, 

gold and diamond are two major 

segments. While gold jewelry is 
meant for dor»estic consumption, a ma- 
jor chunk of rough and uncut diamonds 
are processed and diamond jewelry is ex- 
ported. Thougn India is a global leader in 
this area, exports are dependent entirely 
on the import of rough diamonds (im- 
ports around $8 bn of rough diamonds), 
gcld and other gemstones. The sector has 
gct its importance in the economy, and 
particularly the diamond segment ac- 
counts for 80% of total exports of the sec- 
tor and is providing employment for 
close to 10 lakh artisans and workers, 
both directly and indirectly. The gold 
jewelry segment accounts for 15% of to- 
ta. exports. Being one of the significant 
foreign exchange earners, the industry is 
contributing significantly to the 
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economy. And being the largest con- 
sumer of gold in the world, the country— 
estimated to hold nearly 14,000 tons of 
gold—is accounting for around 9% of the 
global cumulative mine production. 
According to a survey conducted by 
KPMG, the global gems and jewelry will 
grow up to US$185 bn by 2010 and 
$230 bn by 2015. It says India, along 
with China, will play a dominant role 
and as a market equivalent to the US. 
In fact, the country is emerging as one of 
the biggest markets for premium prod- 
ucts. The gems and jewelry sector is 
very popular among the people. We can 
judge its popularity from the fact that 
over one million are employed in this 
industry and it is still growing at the 
rate of approximately 15% every year. 
Exports grew by 13% to $13.7 bn in 
2005-06 against $12.12 bn in the previ- 


ous year. Majority of the growth was fu- 
eled by the branded segment, at an 
amazing growth rate of 40%. According 
to a study by consulting firm McKinsey, 
the branded jewelry market in India 
would touch $2.28 bn mark by 2010. 


From family to branded jewelry 
Against the ongoing retailing boom, the 
jewelry market is undergoing a gradual 
transformation from a “storehouse of 
value” to a fashion accessory bazaar. 
Traditionally, Indians bought jewelry 
only from a “family jeweler” based on 
trust and a relationship. However, the 
“family jeweler” is gradually being re- 
placed by branded jewelry makers. 
This trend reveals a shift in the jewelry 
buying pattern in the country. The tra- 
ditional plain gold has now given way to 
diamonds, platinum and colored gem- 
stones. Now, foreign brands like Zales, 
Tiffany, Cartier and Harry Winstone 
will no longer be a dream for Indian jew- 
elry consumers, going by the recent 
government's decision to allow FDI of 
up to 51% in single brand retail store. 
Over the years, all these stores have 
been sourcing cut and polished dia- 
mond and gold items from Indian firms. 
Further, they are making inquiries for a 
possible tie-up for India operations. 
Analysts opine that Indian brands 
like Sangini, D'Damas, Nakshatra, 
Asmi, Gili, etc. will have to face tough 
competition from these foreign brands. 
Foreign brands are also trying to tie-up 
with Indian firms that had been sourc- 
ing cut and polished diamonds and gold 
from India to other countries. Unlike in 
the past, today's youngsters with better 
and increased spending power run after 
brands. They want everything branded; 
from car to perfume. The industry has 
been operating like family jewelers 
(non-brand) and is gradually trans- 
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forming into a branded jewelry market. 
How Indian players will cope up with 
the increasing inclination towards 
brands remains to be seen. 

- Indian jewelry consumers primarily 
spend on gold. Gold jewelry is fabricated 
in 22-karat gold and anything lower is not 
favored as the Indian mindset does not 
accept low purity gold jewelry. The global 
brands may outsmart Indian Jewelers in 
the matter of quality. To compete with 
foreign brands and to guarantee quality 
in jewelry, the Government of India, 
_ through the Bureau of Indian Standards, 
- started compulsory hallmarking of gold 
- jewelry in 2000. However, the progress 
has been slow. Now the hallmarking of 
gold is going to become mandatory from 
January 1, 2008. The Bureau of Indian 
Standards allocated Rs. 300 cr for setting 
up hallmarking centers across the coun- 
try. Besides this, the banks are insisting 
on hallmarked jewelry as security 
against loans. 


The "Forevermark" 

India is the third largest consumer of 
diamond with 8% share, after US and 
Japan. In the diamond business, Indian 
companies are mainly engaged in im- 
porting rough diamonds from mining 
companies, cutting and polishing 
roughs, and exporting them for further 
consumption in jewelry, etc. In retail 
value, the domestic diamond jewelry 
market is estimated at around Rs. 80 
bn per annum. The demand for dia- 
mond jewelry in India increased signifi- 
cantly in recent years from Rs. 19 bn in 
1995 to around Rs. 80 bn in 2005 be- 
cause of increased disposable income 
and aggressive promotion strategies by 
the diamond industry. Against this, 
Diamond Trading Corporation (DTC), 
which markets diamonds with the fa- 
mous line *A Diamond is Forever", is 
launching the “Forevermark” in India in 
January and also plans to invest 
Rs. 650 mn to promote and expand its 
product. The Forevermark is propri- 
etary to DTC. The practice involves en- 
graving a unique number on the upper 
surface of the diamond. It is invisible to 
the naked eye and can be seen only with 
a Forevermark viewer, the diamonds 
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which are 0.30 karats and above are eli- 
gible for the mark. Certificate of au- 
thenticity is preferred so that consum- 
ers can buy and exchange diamonds con- 
fidently in retail outlets. Cherie Tandon 
Saldanha, Managing Director, DTC, 
opines, "The mark stood for the value- 
addition that DTC and its parent com- 
pany, De Beers, brought to a diamond 
with its expertise of 118 years of dia- 
mond mining. It stands for the care with 
which the company handles diamonds, 
its a mark of authenticity and trust, 
but it's not like a hallmark or grade cer- 
tificate." 


Gold and Jewel m" 
Economic Zone (SE ) 

After Israel, India is the largest dia- 
mond cutting and polishing center in 
the world. However, the bulk of these 
processing centers are concentrated in 
the unorganized sector. The majority of 
artisans are employed by these small 
units. With the introduction of SEZs, 
the scenario is going to change in the 
coming days. Gitanjali Gems, one of the 
leading manufacturers and retailers of 
diamonds and jewelry in India, is set- 
ting up a 200-acre gems and jewelry 
SEZ in Hyderabad. It already has a dia- 
mond manufacturing facility at the SEZ 
in Surat. It is an attempt by Gitanjali 
to win the “brand competition". A Spe- 
cial Economic Zone is an enclave of 
units operating in a well-defined area 
within the geographical boundary of a 
country where certain economic activi- 
ties are promoted by a set of policy mea- 
sures that are not generally applicable 
to the rest of the country. These zones 
offer high quality infrastructure facili- 
ties and support services, and allow 
duty-free import of capital goods and 
raw materials. The main purpose of 
these zones is to earn foreign exchange 
and maintain exchange stability, create 
jobs and standard of living and attract 
FDI. Gitanjali also has got a 100% ex- 
port-oriented unit in Mumbai, which 
produces gold and platinum studded 
jewelry. Recently, the company has ac- 
quired US-based Samuels Jewelers 
Inc., the country's eighth biggest jewelry 
retailer. 


Indian Gems and Jewelry 


Threat from China 

Today, India is the world's number one 
market for cut and polished diamonds, 
but China is emerging as a potential ri- 
val in the longer term. The reason is 
that a number of diamond processors 
are setting up their centers in China 
because of cheap labor and high eco- 
nomic growth leading to a significant 
increase in potential consumers in the 
high income segment and the quality of 
workmanship. Indian industry is also 
facing a long-term threat in the field of 
technology. China is using modern and 
automatic machines to produce high- 
end jewelry. The threat from the Chi- 
nese jewelry industry has forced the 
Indian gems and jewelry industry to fo- 
cus on high-end products. India has to 
invest more on modern technology, 
which will also be a threat to traditional 
goldsmiths who use semi-automatic 
machines and manual skills. Jairam 
Ramesh, Minister of State for Com- 
merce envisages, “Growing competition 
from China, rise of new materials like 
palladium and steel, development of 
synthetic diamonds, consolidation in 
the world diamond industry and growth 
of new cost-effective cutting techniques 
are all possible scenarios, which India 
has to plan for systematically." 


Outlook 


The industry must concentrate on the 
growing demand for jewelry and 
strengthen industry-level and enter- 
prise-level capabilities. Experts opine 
that the industry will lag behind other 
luxury goods such as watches, perfume 
and apparel. Palladium is likely to es- 
tablish itself as an alternative metal for 
jewelry fabrication; but the industry, 
with highly skilled and low-cost labor, 
has the potential to compete with the 
luxury goods industry. Neelesh 
Hundekari, Director of advisory services 
for KPMG India, suggests, "Transforma- 
tion is necessary for growth. The indus- 
try needs to defend jewelry as a category 
and explore newer markets, while 
professionalizing family businesses."m 
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Nagalakshmi 
wants to be 
a teacher. 






Mohammed Mastan 
wants to be a soldier. 


Kakoli wants to be a nurse. 


Modes! ambitions, one may think. 
3ut nct for these children. Education at a good school used to be well beyond their parents' means. 


Not any longer. 


These children now get a real education at the Icfai Republic School. Virtually free. 


The Ic*ai Republic Scnocl is an English-medium school with good teachers, and facilities and infrastructure 
- spacious Classrooms, computer and audio-visual labs, play areas - that match the best, 


Children at the school get milk with supplements in the morning, and a nutritious, free, lunch. 


Textbcoks, notebools, school uniforms, and shoes are also provided to them at highly subsidized prices. 
Now, their dreams can become a reality. 


You too can join with Icfai and the Alpha Foundation to help more children like Nagalakshmi, 
Mohammed and Kakoli. 


Make a contribution. Make a difference. 


nO IL———————— 


For more information, please contact: 


The Alpha Foundation 

Sth Fioor, Astral Heights, Road No. 1, 

Banjara Hills, Hyderabad-500 034, Andhra Pradesh, India, 
Phone: 040-23430218-20, Fax: 040-23430208 

E-mail: alpha@icfai.org; Website: www.icfai.org/alpha 


Contributions to the Alpha Foundation are eligible for income tax exemption under Section 80G of the IT Act. 
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Credit Risk Model 


Quantifying Risk 





With Basel-ll coming into effect by March 2007; the credit risk model, 
hitherto based on intuition, is getting a complete transformation to deliver a 
quantified, factual approach of pricing risk. 





Banks are at different stages of pre- 
paredness. Most of them are seriously 
evaluating Basel-II and have started or 
completed the relevant procedures. A few 
have moved a step ahead of the standard 
approach. 

— Robin Roy 
Principal Consultant, 
PricewaterhouseCoopers (PwC) 


ver the past decade, banking 

and financial services have un- 

dergone a dramatic transfor- 
mation. In the present era of globaliza- 
tion, where industries are keen in 
spreading beyond their domestic hori- 
zon by adapting to international stan- 
dards, the Indian banking sector is no- 
where behind. With RBI's deadline for 
migration to Basel-II drawing close, 
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there's a sort of urgency for banks to 
speed up and adopt improved tech- 
niques before March 2007. 

The word “risk” is closely related to 
the financial world. And, evaluation of 
risk has always played the central role 
of Internal Ratings. These risk quo- 
tients in retail, SME and corporate 
credit, as gauged on the basis of the pa- 
rameterized models of credit risk bring 
about consistency in banking capital, 
which is the main aim of Basel-II. The 
New Accord, which is the revised ver- 
sion of Basel-I, will provide a compre- 
hensive measure for attaining capital 
adequacy. Moreover, Basel-II regula- 
tions will bring in a scientific approach 
to capital supervision, with a complete 
makeover of a bank's existing IT sys- 
tems and risk management framework. 


Understanding credit risk 
Risk can be broadly grouped into five 
categories: Market Risk which arises 
due to price fluctuations in equity 
prices, interest rates, currency rates, 
etc.; credit risk which arises because of 
a default on loans; model risk which is 
based on the ineffective implementa- 
tion of mathematical banking models; 
operational risk which is caused by the 
incompetence, fraud or other legal prob- 
lems and liquidity risk which is used for 
maintaining a fixed liquidity limit. In 
fact, credit risk is more often focused by 
banks because of its stochastic nature. 
The beauty of the credit risk model lies 
in the interrelationship of the model 
and its different parameters. "An im- 
mediate linkage between the risk mod- 
els, the quantum of risk that is mea- 
sured by use of these models and the 
capital that is required to support 
these risks immediately emerge" as ex- 
plained by Shyamala Gopinath, Deputy 
Governor of the Reserve Bank of India. 
Credit risk models unlike market risk 
models rely on a longer time frame. 
Eventually, this type of model-based 
approach will be a comprehensive mea- 
sure of capital measurement within the 
financial framework, bringing a close 
alignment in capital requirement and 
perceived riskiness. Nonetheless, a fac- 
tual approach through different model 
framework will give a chance to banks 
to pick and choose their customers de- 
pending on their risk profile. 
Optimizing customers' share-of- 
wallet will help banks to handle risks 
in high volumes, and overcome the limi- 
tations otherwise faced due to the pre- 
dictive nature of a credit risk model. 
Relatively, it will bring a bigger mar- 
keting success for a bank, having an or- 
ganized manpower and effective collec- 
tion strategy. In addition, the transpar- 
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INTERVIEW 


Over the last few decades, equity analysts have been successfully using portfolio 
management models to quantify default risks in a portfolio of assets. 


With the deadline for migration to Basel-Il coming 
close, it's urgency for the financial companies and 
banks to adopt efficient techniques like Credit Risk 
Model. How is this new model different from the 
conventional lending model? 

Financial institutiens have traditionally 
attempted to mitigate credit risk primarily 
through a loan-by-loan analysis. 

Ever since Markowitz pioneered his 
portfolio analysis model in 1950, quantita- 
tive models of portfolio management have 
been widely used in financial analysis, es- 
pecially in analysis of equity portfolios. 
Over the last few decades, equity analysts 
have been successfully using portfolio man- 
agement models to quantify default risks 
in a portfolio of assets. 

However, similar models are not widely used for debt 
portfolios because of the greater analytical and empirical 
difficulties involved, such as, [a] debt defaults could hap- 
pen suddenly, [b] once default happens, the risk can in- 
crease rapidly, [c] failure to incorporate correct risk assess- 
ment in loan pricing could erode the bank's spread, and [d] 
tae banks themselves carry huge financial risks. 

Over time, lenders have been trying to diversify their 
credit risks [for they cannot be in business if they try to 
eliminate risks altogether]. One way to diversify risks is to 
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avoid “credit concentration”. In fact, credit 
concentration has been viewed as the 
single most important cause of major 
credit debacles by the Basel Committee. 

Conventionally, banks could measure 
such “concentrations” only after the credit 
exposures had been created. Under the 
modern approach, banks and other agen- 
cies have developed a variety of models 
that attempt to measure default risk tak- 
ing into account many of the complications 
discussed above. 

The foundations of a more analytical 
framework began in the early 1960s when 
the first “credit scoring” models were built 
to assist credit decisions for retail loans. 
The lending banks initially classified debtors/ 
counterparties on default potential based only on an ordi- 
nal ranking. By the mid-1980s, particularly with the intro- 
duction of RAROC as a performance measure, many finan- 
cial institutions began calibrating each credit score to a 
particular Probability of Default [PD] to estimate Ex- 
pected Losses [EL] and ultimately economic capital. 


What makes the Credit Risk Model more effective? 
As seen above, the major challenge in credit risk manage- 
ment is to calculate the probability of default. Tech- 


ency of this mode! will reflect clear re- 
sponses, shifts in business lines and vi- 
ab.e credit quality. Substantially, the 
decision support technology will im- 
prove the feasibility of risk/return 
trade-off, making it diversified at the 
Same time. 

Banking activities like accepting 
deposits and lending has now become 
more complex than ever before. This 
growing complexity of banking business 
has pushed the contours of existing risk 
management systems. The growth 
driver is, however, not unknown with 
the evolving new responsibilities of 
banks beyond their traditional services 
of money lending and savings. In the 
new financial regime, the backlashes of 


42 February 2007 


the existing framework will be fixed by 
an improved and technologically ad- 
vanced IT solution. In the long run, the 
banks compliant with the accord will 
reap rich harvests in terms of money 
and customers, bringing in a revolution 
in business operations. Most of the 
banks and financial institutions in 
India are, thus, burdened with competi- 
tion in micro-credit and the rising pres- 
sure of giving the lowest rates on loans. 
Considering the current position of the 
banking industry, taking the lead are 
the private banks, proving themselves 
to be fast learners, accelerating fast to 
catch up with the international pace. 
But, the same is not seen in the case of 
public and state-owned financial insti- 


tutions which are still struggling to cope 
up with the deadline. Based on a recent 
survey in nine public sector banks, six 
new private sector banks, twelve old 
private sector banks and five foreign 
banks based in India, KPMG reports 
reveal that about 7596 of banks have al- 
ready begun or on their way to embrace 
their Basel program. 


Changing face of risk 

Risk management has come of age in In- 
dian banking. It's no longer perceived as 
simply a mechanism to minimize risks; 
rather, it is a process of optimizing risk- 
profit trade-off with new sophistication. 
In the ever-changing financial market- 
place, to cope up with the rising demands 
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Credit Risk Model 
CCC Risk Model 


niques to calculate PD can be divided into two broad 
categories: 

Empirical: These models use historical default rates 
associated with each “score” to identify the characteristics 
of defaulting counterparties. Traditionally, such models 
used discriminant analysis [such as Z scores], [but more 
recently logit or probit regressions are being used to define 
the score *S"]. 

Market-based models (also known as structural 
or reduced-form): These models use counterparty mar- 
ket data (e.g., bond or credit default swap spreads, vola- 
tility of equity market value) to infer the likelihood of 
default. 


Most of the foreign banks and private banks have been using this 
model for quite sometime. Why is it that the state-owned banks 
haven't still employed this model? 
It is true that not all state-owned banks employ sophisti- 
cated models for measuring credit risk. However, they do 
use intuitive empirical methods [which could sometimes be 
highly effective, due to the banks' knowledge ofthe industry] 
or models using discriminant analysis such as the Z score. 
The constraints for many smaller state-owned and 
other Indian banks stem from [a] the cost of building and 
operating such models and [b] the database required for 
deriving benefits out of these models. 


Can you throw some light on the Credit Risk models implemented by 
some of the private banks in India? 


It is imperative that all banks migrate to some level of so- 
phistication in modeling credit risk to keep up with competi- 
tion, and also impart some standardization/rigor to credit 


risk measurement and mitigation. 


Several commercial credit value-at-risk models have 
been developed in the last 10-15 years (e.g., 
CreditMetrics, KMV, CreditRisk+) that use credit risk 
inputs [credit data, market data, obligor data, issue/fa- 
cility data] to derive a loss distribution, by assuming that 
correlations across borrowers arise due to common de- 
pendence on a set of "systematic risk factors" (typically 
variables representing the state of the economy). Sophis- 
ticated banks generally use these models for active port- 
folio-level credit management (particularly for large cor- 
porate loans) by identifying risk concentrations and op- 
portunities for diversification through debt instruments 
and credit derivatives. 


What are the major benefits and drawbacks, if any, of this model 
approach? 

While most of the methodologies are seen to work ad- 
equately in practice, research indicates that the following 
issues are still not tackled by the models in respect of 
bank lending—predicting macroeconomic cycles and in- 
dustry shocks [systematic or exogenous default risk] and 
hedging strategies. If you add to this, the problem of lack 
of proper data or faulty data, there could arise a “model 
risk” as well. 


How will this model better the Indian banking scenario? 

Once the banks are prepared with adequate historical 
[and accurate] data, they can be fed into the appropriate 
model to predict and mitigate credit risk. However, I 
would like to add here that credit quality depends largely 
on the quality of credit appraisal and nothing can substi- 
tute for the judgment of an experienced and ethical credit 
analyst. 


of the customers, banks have renewed 
their credit risk models to mitigate 
risks. In this respect, credit scoring tool 
has gained massive impetus among the 
banks like ICICI Bank, HDFC Bank, 
UTI Bank, Kotak Mahindra Bank and 
Centurion Bank of Punjab. With many of 
the private and foreign players realizing 
the benefits of this model, it’s high time 
that the state-owned banks take lessons 
and come up with the deployment of 
these models. One among the many ben- 
efits of this model is that it reduces both 
market and operational risk. This is 
done by aligning the bank's capital in 
such a manner that the bank can accu- 
rately quantify its credit risk. So, it be- 
comes all the more important in the 
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wake of the fact that domestic banks 
have to undertake reform measures to 
farewell on key indicators like Capital 
Adequacy Ratio (CAR), which is set at 
9% by RBI. 

To meet this standard, technology 
deployment is seen as the key solution 
to growth. Technology will not only 
quantify risk but will also give a statis- 
tical approach to risk management 
through suitable models and computa- 
tional techniques. It is widely perceived 
that credit scoring is a much cheaper 
and easier process to handle risk than 
the outdated conventional intuitive 
model. So, instead of depending on in- 
tuitions and evaluating experiences, 
this will help to grade the potential bor- 


rowers with ‘algorithms to forecast re- 
payment. In fact, credit scoring tech- 
niques can bring down the cost from 
crores to just a few lakhs, depending on 
the model employed for the purpose. 
For instance, one can observe a cer- 
tain paradigm shift in the spending 
pattern of the banks. Indian banks are 
now channelizing a huge chunk of bud- 
gets to the IT sector. “The Global IT-re- 
lated to Basel-II is expected to be $22 
bn, which would be spent on software 
and services in the run-up to compliance 
with the norms”, as asserted by 
Debashish Chatterjee, Vice-President 
of Cognizant Technology Solutions. 
However, with the risk management 
application software market gaining 
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prominence, more and more IT firms 
are pitching in to claim their share of 
tke pie. Interestingly, software vendors 
in the banking, financial services and 
insurance like Infosys, Polaris, TCS, ;- 
flex, and Cognizant Technology have al- 
ready made their mark. Industry ana- 
lysts predict Basel-II] boom to reach 
heights like that of the Y2K boom but 
different in the fact that it affects the 
bar king companies. 

A complete changeover of bank s IT 
systems will ensure anti-money laun- 
der:ng and digitization of records. This 
means, banks have to redefine pro- 
cesses and segregate data in a stan- 
dardized form. Software solutions are 
now broadly used for capturing of data, 
warehousing, creating data pools, stan- 
dardizing and even data analysis. This 
initiative caters to the modern-day in- 
creasing demand of liquidity and inter- 
est rates based on the type of bank's 
data. Software solutions like Market 
Risk System (MRS), AurionPro by 
Aurovision, are becoming very popular, 
having customers like Kotak Mahindra, 
Yes Bank and HDFC. Even Polaris with 
its products—Intellect Integrator and 
Asset-Liability Management is on the 
prow! to capture high profile banks. 
This customized process for computing 
risk indicators, is fully dependent on 
the data type and data flow of that par- 
ticular bank. “A trend we see is that 
banks are adopting data warehousing 
solutions. Data pooling is one approach 
that banks should undertake to cut 
costs and improve output. Some case 
studies show that data pooling results 
in costs being pared to one-fifth of what 
they were", says Robin Roy of PwC. 

Still, banks have to learn to handle 
and gain firm ground in operational 
risks apart from market and credit 
risks. On the t:me scale, Basel-II has 
two d:fferent stages of implementation 
associated with it. One is the standard- 
ized approach and the other the ad- 
vanced approach. While on the ore 
hand. the stancardized approach con- 
firms that the banks create a uniform 
structured data. refining process, etc.; 
on the other hand, in the advanced ap- 
proach, each of the banks must design 
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= Doa deep gap-analysis of bank preparedness 
for data resources, [T and systems, and see 
what is available and what is required. 

a Come up with a design and architecture 
pertaining to risk management. 

a Make a robust implementation plan (cover 
cycles right from regulation and certifica- 
tion to validation). 

a identify internal capabilities in the bank. 

Source: PwC 


their own risk management model in 
accordance to their suitability. “Indian 
banks are rushing to buy packaged soft- 
ware to comply with RBI guidelines. In 
the long run, a package covering all 
three models—standard, foundation 
and advanced—is the optimal solution 
for a bank; it is also cost-effective. 
Banks can implement the above mod- 
els in steps by configuring the package 
without having to invest in upgrades 
and enhancements”, opines Venkatesh 
Srinivasan, Senior Vice-President, 
Head of Treasury and Risk Manage- 
ment, Corporate Banking, Polaris. 

Smaller banks with insufficient re- 
sources for the installation of an IT de- 
partment can, however, assort to third 
parties for their risk management or 
may install modules suitable to their 
financial profile. This modular ap- 
proach will help banks to leverage the 
additional new functionality even in the 
existing infrastructure. It’s not too late, 
even though significant steps are being 
taken up at a comparatively slower rate 
to comply with Basel-II norms. How- 
ever, with RBI framing matured guide- 
lines; banks can see a relief to cover up 
broader aspects of Basel-II, like dura- 
tion gap approach. This approach will 
give improved transparency to banks to 
calculate modified duration of assets, 
equity and liabilities. 


Indian perspective 

Since the last decade, there has been a 
continuous effort made by banks and fi- 
nancial institutions to find out the best 
practice of risk assessment and manage- 
ment. Although, the "Internal Based 
Rating" methodology of Basel-Il, pro- 


vides a portfolio model, bank manage- 
ments need to focus more on the determi- 
nants of credit risk factors, the interrela- 
tion between risk factors, the integration 
of credit risk to market risk, data consis- 
tency issues and so on. The base of IBR 
approach stands on the three pillars— 
"probability of default", the “loss-given 
default" and the *exposure at default". 
Institutions can easily map operational 
risks and determine the nature of the re- 
turns by Advanced Measurement Ap- 
proaches involving Stress Testing, Back 
Testing and Risk Based Capital. Recent 
models such as: KMV’s Portfolio Man- 
ager, Merton Model and JP Morgan's 
CreditMetrics offers Individual/Portfo- 
lio/Retail Credit, which is a substantial 
part of the banking industry. With the 
development of market risk manage- 
ment techniques such as VAR, banks 
have to keep a check on risk calls on a 
monthly basis, analyzing parameters 
like volatility in balance, cash balance 
deposited and frequency of check valid- 
ity. Derivatives portfolio of the banking 
system has undergone a sea change. 
Holding significant importance is the 
sharp hike in the derivative sector of 
banking. The share of single currency in- 
terest shot up from a mere 15% in March 
2002 to 53% in March 2006. 

Despite different methodologies, 
credit risk models have their own limita- 
tions. Expected losses like size of expo- 
sure, likelihood of default and the re- 
lated loss severity weighs down the ben- 
efits in some cases, which turns even the 
most effective model futile. Though theo- 
retically, the annual expected loss can be 
calculated against the profit loss ac- 
count, the “unexpected loss" in the port- 
folio is critical. Moreover, unlike the ex- 
pected loss the unexpected loss is not 
additive in a portfolio, making its esti- 
mation quite complex. Strategic use of 
advanced technology can leverage 
growth and viability to face the cut- 
throat competitive banking industry. 
Yet, the journey has just begun on the 
Basel-II route, and the Indian banking 
sector has a long way to go.# 


— Amith Singh Sisodiya and Sanghamitra Dhara 
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SEGMENT REPORTING FOR THE NINE MONTHS ENDED 31ST DECEMBER 2006 
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PARTICULARS THREE MONTHS ENDED NINE MONTHS ENDED YEAR ENDED 
(REVIEWED) (REVIEWED) (AUDITED) 
31.12.2006 31.12.2005 31.12.2006 31.12.2005 31.03.2006 
INTEREST EARNED (a+b+c+d) 2961.36 2240.07 8154.07 6320.87 8711.51 
a) Interest/discount on advances/bills 1904.98 1426.45 5348.83 3940.27 5488.49 
b) Income on Investments 853.68 702.13 2439.50 2150.73 2855.32 
c) Interest on Balances with 
RBI & Other Inter-Bank Funds 126.02 66.45 288.87 184.64 249.95 
d) Others 76.68 45.04 76.87 45.23 117.75 
Other Income 299.30 311.15 870.77 963.04 1377.52 
TOTAL INCOME (142) 3260.66 2551.22 9024.84 7283.91 10089.03 
Interest Expended 1922.78 1281.83 5186.55 3723.12 5130.01 
Operating Expenses (e«f) 636.87 570.21 1931.90 1720.20 2347.14 
e) Payments to and provisions for employees 401.30 378.06 1236.20 1127.54 1515.30 
f) Other Operating Expenses 235.57 192.15 695.70 592.66 831.84 
TOTAL EXPENSES (3+4) 2559.65 1852.04 7118.45 5443.32 7477.15 
(excluding Provisions & Contingencies) 
OPERATING PROFIT (A-B) 701.01 699.18 1906.39 1840.59 2611.88 
(Profit before Provisions & Contingencies) 
Provisions & Contingencies (Net) 262.99 244.89 790.67 750.89 1068.66 
- of which provisions for Non Performing Assets 50.08 49.26 356.19 328.85 635.19 
Provision for Taxes 75.00 98.00 200.00 240.00 200.00 
Net Profit (C-D-E) 363.02 356.29 915.72 849.70 1343.22 
Paid up Equity Share Capital 410.00 410.00 410.00 410.00 410.00 
Reserves excluding Revaluation Reserves 6608.86 5582.04 6608.86 5582.04 6608.86 
(As per Balance Sheet of previous accounting year) 
Analytical Ratios 
(i) Percentage of shares held by Government of India 73.17% 73.17% 73.17% 73.17% 73.17% 
(ii) Capital Adequacy Ratio 12.69% 12.05% 12.69% 12.05% 11.22% 
(iii) Earnings per Share (Rs.) (Not Annualised) 8.85 8.69 22.33 20.72 32.76 
(iv) (a) Amount of Gross Non Performing Assets 1873.50 2204.13 1873.50 2204.13 1792.61 
(b) Amount of Net Non Performing Assets 867.70 845.98 867.70 845.98 879.18 
(c) % of Gross NPAs 2.06% 3.06% 2.06% 3.06% 2.25% 
(d) % of Net NPAs 0.96% 1.20% 0.96% 1.20% 1.12% 
(v) Return on Assets (Annualised) 0.95% 1.16% 0.80% 0.93% 1.01% 
Aggregate of Public shareholding 
Number of Shares in lakhs 1100 1100 1100 1100 1100 
Percentage of shareholding 26.83% 26.83% 26.83% 26.83% 26.83% 
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SIDON 194095277 ance). Notes: 
4 ^nm. oo dl iler nya aded) 1 The above results have been taken on record by the Board of Directors at its meeting 
| 31.122006 31.12.2005 31.12.2008 31.122005 held on 18th January 2007. 
a) Banking 2439.88 860221 — 684603 951462 2 The working results for the nine months ended 31st December 2006 have been 
V) onnur paralon SEM Ano- MMMM N 0000003 arrived at after considering provisions for Loan Losses, Standard Assets, 
D pne nai ONE NOV Depreciation on Investments and Fixed Assets on actual basis. Provision for Income 
b) Treasury Operations gt- ra 3738 7453 13143 — 14649 Tax, Fringe Benefit Tax and other contingencies are on an estimated basis. 
ee Se ws 699.14 190539 184959 "Me 9 The Institute of Chartered Accountants of India has revised Accounting Standard 15 
N Prof 701.01 69918 1906.39 184059 2611.08 (Employee Benefits) effective from 01.04.2006. Pending clarifications from Reserve 
V, ovans & Contingencies sists add RO. NUM (MA Bank of India, provision for retirement benefits for current nine months has been 
! hems 0.00 0.00 0.00 0.00 0.09 made on an estimated basis. 
VI Net Profit 363.02 356.29 915.72 84970 1343.22 i a ua 
IX Other Information 4 Theresults have been prepared on the basis of Accounting Policies as were followed 
x si - Ij - MaéHiio  inosso aerae sinoste 12392822 in the immediate preceding Financial Year in accordance with Accounting Standard 
b reasury Operations m2 Y He uA MA 29 on Interim Financial Reporting’ issued by the Institute of Chartered Accountants 
Total Assets 15333948 © 12137740 15333948 12137740 132708.48 of India. 
"C2 lang Coen i 11382630 — 14460982 11382630 12505691 5 Number of Investors Complaints received and disposed off during the 
b) waaay — 511.89 P330 511.89 E 360.33 quarter ended 31.12.2006 z 
Capi & Reserves" 6834.1 Exp ss 6834.1 E: M i) Pending at the beginning ofthe quarter — - Nil E 
p Total Liabilities 153339.48 121377.40 153339.48 — 12137740 132708.48 ii) Received during the quarter - 299 5 
PART=B Geographical Segment Rin ii) Disposed off during the quarter - 299 $ 
= Particulars Three Ended Nine Ended Year Ended iv) Lying unresolved at the end of the quarter - Nil S 
saae "31122008 312309 31122008 Moas © The figures of the previous period have been regrouped and : 
| — Revenue | reclassified wherever necessary. 
&) Domestic Operations 2509.62 8873.20 7179 68 9941.02 
b) Foreign Operations 57.81 41.60 151.64 104.23 148.01 
Tota! 3260.66 2551.22 9024.84 728391 10089.03 ALOK K. MISRA M. B. N. RAO 
it — Assets Executive Director Chairman & Managing Director 
a) Domestic Operations 149242.59 117713.95 149242.59 11771395 12908437 
ae nun sane, AMEMAS 35746 AMA PLACE: BANGALORE DATE : JANUARY 18, 2007 
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Software M&As 


Consolidation Round the Corner 





The fierce competition between Indian and multinational software companies 
has entered an exciting phase as both are chasing each other's markets. 


he Mergers & Acquisitions 

(M&As) in the Indian software 

sector have become the strate- 
gic imperative for Indian and Multina- 
tional Companies (MNCs). To grow 
rapidly, international players are look- 
ing for the inbound M&A in the Indian 
IT sector. While supporting their off- 
shore requirements, these companies 
are also targeting the domestic mar- 
kets ir. India and China aggressively. 
The low-cost acvantage of offering IT 
services is gradually negated by the 
MNCs, increasing their offshore facil- 
ties. Similarly. most of the leading 
Indian companies have started focusing 
on building non-cost differentiators to 
succeed in the global market. To corner 
the markets and niche skills Indian 
companies have been acquiring the for- 
eign software companies. As outbound 
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deals are more than inbound deals in 
India, it seems MNCs are more aggres- 
sively looking to tap Indian talent. 


MNCs: Scaling up 

The Indian IT sector is riding high with 
a substantial increase in M&As and 
Private Equity (PE) deals. The value of 
both inbound and outbound M&A deals 
has risen from $1.3 bn in 2005 to $2 bn 
in the first 10 months of 2006. And 51 
PE deals worth $1.5 bn happened in 
2006 compared with 22 PE deals of 
$250 mn in 2005. One of the key aspects 
emerging from the recent deals is the 
average deal size has almost doubled 
since 2005. Moreover, the average rev- 
enue multiple has increased from 1.12 
to 1.84. Some of the major M&A deals 
that happened this year include the 
Capgemini-Kanbay deal for $1.25 bn, 


the $380 mn acquisition by EDS of 
MphasiS and the acquisition of Office 
Tiger by RR Donnelley for $250 mn. In 
the area of PE space, the major deals 
include the KKR deal of picking up 85% 
stake in Flextronics for $900 mn, $100 
mn investment by Olympus Capital in 
Quatrro BPO solutions and the $68 mn 
that General Atlantic Partners in- 
vested in Hexaware Technologies. 
MNCs have a strong, established 
presence in their home market which is 
being taken away by Indian companies 
on the basis of cost savings. With their 
offshoring strategies, they are negating 
this advantage, thereby posing a dual 
threat to the Indian companies. Nasscom 
has estimated that Indian IT service rev- 
enues could reach $50 bn by the end of 
2008 which is growing at the rate of 30% 
every year. It believes that more than 
30% of corporate technology work can be 
outsourced globally; so far the 
outsourcing market addressed is a mere 
10% of the total potential market. This 
huge and untapped potential has been 
triggering foreign companies to acquire 
the critical mass to serve global clients in 
every function and service line. On the 
other hand, the Asia-Pacific market is 
growing faster than their home markets, 
and the Indian and Chinese markets are 
growing the fastest here. Thus, these are 
attractive markets for those MNC ser- 
vice providers for future growth potential. 
Some of the large deals signed in the last 
few years by IBM, HP and Logica are 
strong indicators of this trend. 
The two big deals by foreign compa- 
nies Capgemini and EDS are driven by 
increase in the offshore presence and to 
enhance service capabilities in the spe- 
cific domains. The other bigwig IBM is 
still searching for big acquisition target 
in India. For EDS and Capgemini, ac- 
quisition of MphasiS and Kanbay re- 
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spectively will provide the much needed 
leg up to match up with peers like IBM, 
Accenture, CSC, etc. who have built con- 
siderable scale in India. Capgemini, 
which has 6,000 employees, enhanced 
its headcount to around 12,000 with the 
Kanbay acquisition. MphasiS has 
helped EDS boost headcount ın India to 
over 14,000 from 3,000, although they 
have lagged behind their bigger rivals 
like IBM and Accenture which have 
close to 45,000 and 20,000 employees 
respectively. Therefore, buyers are will- 
ing to shell out the premium. 

The recent Capgemini-Kanbay deal 
is likely to trigger another wave of consoli- 
dation in the Indian software industry. 
According to Nasscom, there are over 
3,000 IT companies in India. The top five 
players account for 46% of the revenues; 
MNC share is about 30%. The vulnerable 
mid-tier companies account for about 
16% of the revenues and the rest by the 
smaller firms. Caught between the 
Indian frontline companies and MNCs, 
the mid-tier companies are under pres- 
sure to scale up and deliver the industry 
leading growth. But, quite a few of them 
have been passing through the turbulent 
times in the past few quarters, forcing to 
re-examine their business models. Ana- 
lysts believe that small to mid-tier IT 
vendors could be target for the acquisi- 
tions. Apart from building Indian deliv- 
ery capability, buyouts in India give them 
access to high quality and low-cost skills, 
which could have taken two years to build 
through the organic route. Similarly, low 
and realistic valuations of small and 
mid-tier companies are fueling the trend. 


Indian companies: Playing safe 

The core business fundamental of the IT 
sector lies in international business, ex- 
ports, outsourcing and offshoring. This 
sector has seriously adopted the strat- 
egy of establishing a global footprint 
through morganic growth. Having al- 
ready achieved the significant size of 
scale, Indian companies are not looking 
for the big ticket acquisitions. Most 
Indian software companies sit on huge 
cash reserves and use them to acquire 
multiple foreign companies for strategic 
reasons. These acquisitions imply niche 
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additions to their bouquet of offerings. 
Often they are acquiring a part of the 
companies or smaller firms. Many In- 
dian service providers who started at the 
lower end of the value chain are now as- 
piring to compete and establish them- 
selves in the international market. In- 
dian service providers are adding higher 
value services like consulting services to 
their portfolio of offerings, which also 
generates a lot of downstream work for 
them. Some of these service providers 
are adding new services like integrated 
BPO and IT outsouromg services to their 
overseas clients. Having higher value 
services is also good for their branding 
efforts in their target markets. Starting 
with business (domain/process) consult- 
ing followed by IT consulting brings in a 
lot of work in the development, integra- 
tion and coding kind of activities down- 
stream. The cheap finance facility for the 
Indian companies is allowing even the 
smaller companies to acquire one 10 
times bigger in size. The other major rea- 
sons for the overseas acquisitions are 
the low relative valuations of the foreign 
companies which are less than revenue 
multiples of 1.5, acquiring chents and 


more importantly gaining domain" 


knowledge in niche skills. These acquisi- 
tions increase productivity (average rev- 
enue per employee) and more chances to 
take on the MNCs. This acquisition 
boom is fueled to acquire clients, have an 
onshore presence and grow inorganically 
in a short period of time, though each cat- 
egory is influenced by its own agenda. 
In contrast to the MNC strategy for 
big acquisitions in India, the Indian 
companies are careful in acquiring com- 
panies abroad. Most of the deals are in 
the range of $40-60 mn. In 2006, Indian 
companies spent $500 mn in overseas 
acquisitions. Indian IT biggies such as 
TCS, Wipro and Satyam are acquiring 
companies in Europe, Japan and the US. 
Indian companies are following the de- 
risking strategy as they are getting more 
revenues from the US and European 
markets. These companies are focusing 
on Asia-Pacific markets such as China, 
Japan, and Malaysia. Indian companies 
are looking at acquiring captive opera- 
tions of large MNCs m Europe as they 


assure revenues for the first few years. 
Among the Indian companies, Wipro is 
an aggressive shopper abroad; it has 
completed four deals in 2006 and evalu- 
ating another 12-15 deals. Compared 
with Wipro and TCS, which were on an 
acquisition spree, Infosys has remained 
conservative in acquisitions, Their last 
acquisition happened in 2003, when 
they acquired an Australian company. 
Satyam is looking at niche acquisitions 
in Japan to augment its strengths in the 
verticals such as banking, telecom and 
analytics, etc. 

Though deals are small, seven out of 
ten deals are acquired by Indian compa- 
nies. However, Indian companies don’t 
acquire for the scale and that 1s not likely 
to change. The problem with the big ac- 
quisitions by Indian companies is that 
high margins (30-40%) will be diluted. 
Moreover, Indian companies always use 
cash for the acquisition as they do not be- 
lieve that their valuations have peaked. 
Not surprisingly, India Inc. is realizing 
the importance of acquiring products and 
companies with patents. Moreover, they 
are willing to pay a high price for compa- 
nies having both products and services. 
For instance, Wipro has paid three times 
the value for acquiring Austria-based 
NewLogic. Sasken Communication Tech- 
nologies has bought Finland-based 
Botnia Hightech for $45 mn, a revenue 
multiple of 2. This year’s biggest acquisi- 
tion in the software sector was Subex ac- 
quiring UK-based Azure for about $140 
mn —4.5 times its revenues for stock deal. 

As competition is increasing be- 
tween Indian companies and MNCs 
more M&A activities in the IT industry 
are likely to happen in the future. The 
mid-tier Indian companies will pursue 
more acquisitions to fill up the strategic 
gaps in their portfolio. There are chances 
for big MNCs to acquire the 
Indian top-tier companies in order to 1n- 
crease their number more rapidly 
through the inorganic route; thereby, 
forcing Indian companies and MNCs to 
continue their battle for substantial 
share in the global outsourcing market.m 


— N Janardhan Rao and Ravi Babu Adusumilli 
Reference # 01M-2007-02-13-01 
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When there are elevated levels of senti- 
ment, any policy error, any mistake obvi- 
ously hurts markets that are most in- 


flated. 


Citigroup's Global Equity 
Strategist, in an obvious reference 
to Indian market 


A majority of markets are due for cor- 
rections —or at the very least consolida- 
tions — given the dramatic run-up follow- 
ing global markets bottoming during the 
summer. 

LA! A "ER LIE 
Portfolio Manager, Driehaus 
Capital Management 


t seems there is no stopping the 
Sensex. One of the most widely rec- 
ognized and watched stock market 
indicator of India has turned in a spec- 
tacular 47% appreciation in 2006 and de- 
spite occasional bearish onslaught, this 
year too, so far, it continues to be a bull's 
paradise. The 30-scrip index just touched 
its historic best when it closed above 
14,000 for the first time on January 3, 
2007; it had been touching this mark in 
intra-day in the past. However, as the 
bulls extend their gains into the fourth 
consecutive year, it raises an obvious 
question: How long would the party go on? 

Concerns about overvaluation, ris- 
ing inflation and interest rates, and li- 
quidity lend strength to the skepticism 
that a correction may be around the 
corner. Wouldn't that be good, as ex- 
perts say, for an apparently over- 
heated market? 





India Inc.: Solid numbers 

If there is one factor that has lent much 
strength to the positive sentiment of 
the market, it is the robust perfor- 
mances of Indian companies consis- 
tently over the last few years. Backed by 
low interest rates, modest inflation and 
a buoyant economy, growth has been 
quite encouraging across the sectors. 
"Corporate India has not disappointed 
the stock markets by reporting a good 
set of numbers in the last 14 quarters. 
A 15^ encore would mean that 2006-07 
will be the fifth consecutive year of posi- 


Sensex 





tive and strong earnings growth”, com- 
mented DNA, a Mumbai-based daily, 
recently. And the third results for the 
fiscal 2006-07 have so far been quite 
encouraging. A major positive of the lat- 
est earnings season has been the con- 
sistently good performance of the tech- 
nology companies, which once again re- 
affirms the fact that Indian IT story is 
still going strong, notwithstanding the 
growing skepticism in the wake of rising 
global competition. The top three IT 
firms—TCS, Infosys, and Wipro—con- 
tinue to maintain strong top line as well 
as bottom line growth; although 
Satyam’s (India’s fourth largest ex- 
porter) latest results are below analysts’ 
expectations. The IT troika, whose mar- 
ket capitalization is envied by even some 
of the top global IT majors, came out 
with flying colors despite an appreciat- 
ing rupee and wage hike. The Indian IT 
majors have also been able to improve 
their billing rates; while Infosys saw an 
improvement of 4.3% in its billing rates, 
TCS grew by 2.5%. While the top three 
firms are ruling, Satyam posted a net 
drop of 21% in the latest Q3 earnings. 
India has emerged as the fourth largest 
targeted country in the Asia-Pacific re- 
gion in the IT sector. 

To these IT majors, the deal frenzy 
too has added to their robust perfor- 
mances. According to Dealogic, a global 
financial information provider, during 
2006, out of $35.1 bn worth IT M&As in 
Asia-Pacific, 10% of the total valued 
deals involved Indian tech firms. Other 
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countries were Taiwan, with $12.2 bn 
through 76 transactions chased by Ja- 
pan with 441 deals of about $7 bn and 
China with $5.1 bn in 275 deals. The 
Indian IT sector observed 50 M&As 
worth $1.47 bn ir the first 10 months of 
2006 compared to 22 deals with a value 
of $244 mn during the year 2005, as re- 
ported by the global consultancy major, 
Grant Thornton. And some of them are 
beginning to reap the rewards. “One of 
the striking features in the Wipro M&A 
strategy has been its decision to adopt 
the ‘string of pearls’ (acquisition) strat- 
egy. Ard this seems to be paying off", 
said a latest Economic Times (ET) re- 
port. Quoting company sources, the 
country's leading business daily said 
that during the last 12 months rev- 
enues from acquisitions have risen 
higher than that in the organic front. 
“Our wins have made us confident of 
looking at bigger acquisitions,” Wipro's 
CFO, Suresh Senapaty, told the ET. 


Fils: Is fatigue setting in? 
FIIs have been one of the key catalysts 
of the market since mid-2003 when the 
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rally in Sensex began. Despite pumping 
record money into Indian equities year 
after year, the foreign portfolio invest- 
ment has not shown any signs of fa- 
tigue; though after touching an all-time 
high of over $10.7 bn in 2005, their in- 
vestment came down substantially to 
about $8 bn in 2006. 

As on December 31, 2006, FIIs hold 
about $74 bn worth of investment (Rs. 
3,27,664 cr); nearly 64% higher than 
last year which accounted to $44 bn (Rs. 
1,99,457 cr). These numbers are of only 
128 high profile A-group blue chip com- 
panies listed on BSE. Today, out of 
these 128 companies, 17 belong to the 
$1 bn club; in contrast, only 9 compa- 
nies appeared in the $1 bn club during 
2005. Definitely, this is a great feat for 
India Inc. While Infosys topped the list 
with $9.5 bn (Rs. 42,000 cr), RIL stood 
with $8.5 bn (Rs. 37,413 cr), followed by 
the telecom giant, Bharti Airtel with 
$7.3 bn (Rs. 32,489 cr). “If there is no 
slowdown seen in the global economy or 
the US market, and if other global fac- 
tors are in place, net inflows will con- 
tinue in India”, said Andrew Holland, 
Head, Strategic Risk Group, DSP 
Merrill Lynch to The Hindu Business 
Line. Echoing similar views, Vallabh 
Bhanshali, Chairman, Enam Financial 
Consultants, was quoted as saying in 
ET, “There will be an appetite for 
Indian equities as long as India’s 
growth story remains robust and earn- 
ings momentum continues. India will 
remain an attractive destination for FII 
investment provided global cues are fa- 
vorable to the market.” 

While FIIs continue to be major con- 
tributors to liquidity, domestic mutual 
funds and domestic investors too are 
catching up fast. After playing second 
fiddle to foreign institutional investors 
for over a decade, domestic mutual 
funds are now showing signs of rising to 
a position of strength from where they 
could call the shots in the Indian mar- 
ket. 

With a combined equity asset of 
about $23-24 bn now, mutual funds are 
regularly playing counterbalance to 
FUs according to market players and 
fund managers. Domestic mutual fund 


houses, after playing second fiddle to 
foreign investors all these years, are 
slowly but surely coming of age and be- 
ginning to act as a counterbalance to the 
selling bout by FIIs. For instance, dur- 
ing the summer of 2006, with the FIIs 
were turning the heat on Indian bourses 
with their selling bout, mutual funds, 
whose Assets Under Management 
(AUM) have swelled substantially in 
recent years, provided the much needed 
support to avert any dramatic collapse. 
Apart from mutual funds, domestic fi- 
nancial institutions and retail inves- 
tors too have provided the cushioning in 
the event of a sell-off by foreign portfolio 
investors. 


Rising concerns 

However, despite the overall positive 
sentiment, there are certain concerns 
that could act as a party pooper. First 
and foremost, liquidity (read, inflows), 
which has been behind the strong rally 
all along during the last three to four 
years, could be slowing down. The apex 
bank of the country has already ex- 
pressed its concern about the excess 
volatility in the system and has been 
taking steps to tighten the same to curb 
the inflation monster. Secondly, led by a 
sharp spurt in commodity prices, glo- 
bally, the inflation monster is once 
again raising its ugly head, thereby 
adding to the fear that interest rates 
might move further ahead; and this 
could be bad news for corporates as it 
would hurt their bottom lines. “Infla- 
tion could be a cause for worry and con- 
taining it will be the immediate goal of 
RBI and the government. In an attempt 
to curb inflation and rising demand for 
credit, policy makers may raise interest 
rates from their present level in 2007 
and make borrowing costlier”, says 
Satish Menon, Chief Operating Officer, 
Geojit Financial Services Ltd. Already, 
inflation hovered at 6.12% in the first 
week of 2007, highest in the last two 
years, thereby stoking fears that only 
way for interest rates is to go up. How- 
ever, RBI forecasts to hold the inflation 
in the 5 to 5.5% range while increasing 
the CRR by 50 basic points. “Banks 
have to keep 25% of SLR and 5.5% of 
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Sensex: Correction in the Offing 
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invited prominent experts like Raamdeo A 


iple Franks Fossa MURS idea ond RE J 
Head of Research Group, Edin Cotes Pe at 


With the Sensex brushing the 14k mark on 
December 5, 2006, can we expect the dream 
run to continue in the coming year? 
Raamdeo Agrawal: I do not know 
about the dream run but I know one 
thing that the corporate earnings will 
show pretty strong growth over last 
year. That is, any correction would be 
shallow and temporary in character 
and in the longer term the markets are 
likely to move to a higher level. 
Sandeep Wagle: Yes we expect the 
sensex to move between 13000 and 
15000-15500 by the end of the year 
2007.Lower side would be 13000- 
13200, where we will have a very 
strong support. And higher side is in 
between 15250 to 15500. 

Sanjib Pohit: My thinking is that the 
dream run will continue. Only positive 
thing that could be is like oil price in 
2007. If it will be well defined oil price 
then it will affect on liquidity and the 
whole of economy. It could be growth, 
future investment etc. The profitabil- 
ity of many of the industries will go 
down with higher oil price. And that 
may make bearish on the sensex in the 
long run. 

Satish Menon: Barring unforeseen 
circumstances that could jeopardise 
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economic growth prospects of the coun- 
try and consequential slide in the cor- 
porate performance (major driving 
force for the equity market indices over 
medium to long-term); the so called 
dream run in the capital market is 
likely to continue in broader terms. 

However, we believe that from here 
on, while the broader market may not 
move much, performance will be stock- 
specific. And this is where research- 
based investments will outperform the 
broader market. While large cap indices 
have outperformed other indices during 
the last quarter, we expect good quality 
mid-cap stocks to catch up in the coming 
months, 

Inflation could be a cause for worry 
and containing it will be the immediate 
goal of RBI and the government. In an 
attempt to curb inflation and rising de- 
mand for credit, policy makers may raise 
interest rates from their present level in 
2007 and make borrowing costlier, 

Another factor which could affect li- 
quidity in the market is the IPO pipe- 
line. Currently, around 450 companies 
are looking to raise around US$39 bn 
over the next 2-3 years. 

One of the most intriguing aspects 
of current recovery in the last quarter 





of 2006 has been its inability to in- 
spire confidence. Throughout this re- 
covery, most players have been wary 
and have kept liquidity in ample sup- 
ply. We believe this is one sign which 
will not allow the market to fall dras- 
tically. People are bullish, but they 
are not manic. 

One major factor that could influ- 
ence the market in the short-term is 
the forthcoming budget, which will pro- 
vide major cue on direction of the mar- 
ket for the year. 

In the given circumstances, since most 
agree on the bright prospects of the In- 
dian economy in the long run, it is ad- 
visable to stay invested with long-term 
perspective. 

Shriram Iyer: We are unlikely to see a 
run similar to that of 2006. Our call is 
that the Sensex should mirror earnings 
growth going forward though there are 
upsides to this from unlocking of value 
embedded in company balance sheets. 


In the wake of lower Fil investments in 2006 
(US$7.99 bn of 2006 vs. US$10.7 bn of 
2005), do you think the momentum is not go- 
ing to sustain, going ahead? 

Raamdeo Agrawal: Investments of 
around US$10-12 bn p.a. will come 
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into Indian equities. The only issue is 
that the primary offering by lot of com- 
panies has increased significantly. 
This will reduce the amount of pur- 
chases on the floor of stock exchanges. 
But, the overall flow of funds into the 
markets will continue for many years 
to come and actually in the long run, it 
will move up significantly. 

Sandeep Wagle: I still feel the mo- 
mentum is going to sustain in spite of 
the fall we witnessed in May, the in- 
vestments of FIIs is marginally lower. 
The moment there is some correction 
and the market comes near 13,500 and 
13,250, that level the FIIs will pump in 
more money and more FIIs will come 
in. So, at higher level they are a little 
cautious, but I feel that at lower level, 
on a correction of 5-7%, from current 
level, I think they will pump in more 
money, which will be more than that 
was last year. 

It is understood that FIIs are im- 
portant over the past three years FIIs 
have invested on an average of over 
Rs.40,000 cr per annum. They are im- 
portant but I won't say that they are 
the only ones who will play the major 
part, even our mutual funds and our 
Indian public. Our Indian participa- 
tion in equity is just 5% that goes up in 
the coming year, I think our retail par- 
ticipants will also play an equally im- 
portant role. I would say its only the 
sentiment, technically if you call it is, 
we are in the midst of a bull run, and 
sentiment is extremely positive. For 
every fall, the rise is sharper and more 
faster and double in terms of the 
points, that it falls. Definitely at lower 
levels there is a lot of buying that is 
taking place but higher levels it does 
not sustain, so I would say that the 
market is mixed and one has to be ex- 
tremely cautious and careful in the 
stocks and sectors he is in. And you 
have to wait for corrections to buy and 
you cannot buy at any levels. 

No. Definitely, the market always 
moves on fundamentals but the senti- 
ment also plays a major role. Many a 
times, the fundamentals are in place, 
but the sentiment does not support 
and the market does not move. I won't 
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say that its only the fundamental but a 
combination of both and eventually 
end of it, sentiment or momentum as 
you call it plays a major role. And 
which is positive as of now. 
Satish Menon: It is difficult to predict 
the exact level of FII money that would 
flow in or flow out, as it depends on a 
number of local and global geopoliti- 
cal-economic factors. In general, it 
would be reasonable to presume that 
FIIs would pump in money in the mar- 
kets that show reasonable promise to 
deliver higher returns. Hence, it is not 
necessary that lower momentum no- 
ticed in 2006 could be read as a trend. 
Some of the factors that caused lower 
net FII inflow were: 
a Profit taking in bull markets. 
m Lesser inflow to relatively costlier 
markets. 
= Higher money flew to other emerg- 
ing markets. 
= US-Fed actions of 
consistent rate in- 
creases. 

In our opinion, FII 
money will flow into 
countries like India 
and China, which are 
witnessing the “real 
growth” in their econo- 
mies when compared 
to countries like Rus- 
sia and Brazil, which 
are witnessing the 
“commodity pricing 
growth”. So we expect 
larger allocations to 
countries like India 
and China with huge 
domestic demand and 
look far more interest- 
ing than others. 
Shriram Iyer: FII 
net flows were lower in 2006 primarily 
due to the global meltdown in May. 
Even here, India did much better than 
most other emerging markets. US$8 
bn is a very good number on an abso- 
lute basis anyway. Portfolio flows are 
extremely dependent on the global li- 
quidity scenario and will be impacted 
if there is a US/global slowdown, which 
will reduce risk appetite for emerging 





markets. Having said this, we believe 
India is emerging as an “asset class” in 
itself, and being relatively less depen- 
dent on exports, should be less im- 
pacted. 

We are positive on higher FDI com- 
ing in, particularly in the real estate 
and infrastructure areas. 


What is your outlook on the corporate perfor- 
mance in 2007? 

Sandeep Wagle: 2006 is extremely 
positive. 2007 I expect it to continue. 
How much it will be whether it will out- 
perform the 2006 performance, that 
needs to be watched. Because we have 
a very important event which is the 
budget coming in the next month. So 
once that is clear, I don’t expect the cor- 
porate performers to go down from the 
current levels. If at all it will remain at 
this level or go up and I am extremely 
positive. 

We are extremely 
bullish on IT at lower 
levels. Mid-cap IT is 
offering a lot of poten- 
tial. But we have seen 
the move in the last 
couple of weeks more 
so in the mid-cap IT. 
We are bullish on 
banking, we are bull- 
ish on auto and auto 
ancillaries and a se- 
lective mid-cap. 
Sanjib Pohit: I will 
say as usual that pri- 
vate sector is doing 
explicitly good. But I 
think manufacturing 
sector should im- 
prove, which is not do- 
ing well now. Some- 
how we are not creat- 
ing strategies to increase our share by 
sectors. Problem is that our economic 
reforms are suddenly moving from ag- 
riculture to service sector basically 
which is not good in the long run, be- 
cause after all the productivity gain 
has to come from the manufacturing 
sector. 

Satish Menon: Corporate perfor- 
mance has to be good as the Indian 
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economy has been growing at 9% per 
annum. Global bigwigs have been 
drawing up massive plans to enter the 
Indian market, their domestic courter- 
parts are embarking on huge expan- 
sion plans, almost all sectors have 
been witnessing rapid growth and prof- 
itability of India Inc. on the upsw:ng. 
This is aided by relatively lower infla- 
tion and stable interest rates and 
manageable crude prices. 

Most companies have, over the past 
few vears, restructured their business 
processes and de-risked their business 
mocels effectively through broad- 
based offerings and geographic expan- 
sion 

Companies are no longer depen- 
dent only on domestic market to get 
their business from. In addition to 
growing international marketplace, 
many companies have been even 
spreading their manufacturing and 
supply chain base globally. 

Under such changing business en- 

vironment, a sustainable and scalable 
earnings growth could 
be factored in to con- 
tinue for next few 
years. 
Shriram Iyer: Cor- 
porate performance in 
2007 will continue to 
be strong on the top 
line as there is tre- 
mendous visibility 
across sectors. Earn- 
ings growth could slow 
down somewhat in the 
second half of 2007 as 
operating leverage 
gets exhausted and 
capital costs start in- 
creasing, reflecting 
the addition to capaci- 
ties. Higher employee 
costs are also an is- 
sue, though this will 
be offset somewhat by stable or lower 
commodity prices. Return ratios are 
likely to peak, but remain at attractive 
levels. Earnings growth is, therefore, 
likely to match top line growth rather 
than exceed it as we have seen in the 
last few years. 
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Do you think the valuations of Indian 
equities seems to be overstretched at the 
moment? 

Raamdeo Agrawal: 
Valuations of the In- 
dian companies have 
to be looked into in 
the backdrop of lower 
interest rate of about 
7.50% for longer term 
money. 20x March 
2007 and about 16x 
for March 2008 is 
definitely not on the 
lower side but it is 
more or less evenly 
balanced, Any bad 
global appetite for eq- 
uities, it can defi- 
nitely correct by 20- 
22%. 

Sandeep Wagle: I 
won't say  over- 
stretched at the mo- 
ment. But yes, if it 
reaches 15,000 to 15,500 levels too 
soon, which is in this 
month or the next 
couple of months, 
probably at that level 
there could be some 
selling or some profit 
booking as people 
may feel the valua- 
tion is overstretched. 
By the end of the year 
if it is 15,000 to 
15,500 comes, there 
will be a normal cor- 
rection and that will 
be fine. But if it is 
coming little too far 
then at times it may 
look like the valua- 
‘tion is overstretched. 
Sanjib Pohit: Yes, I 
would say that it is 
overstretched. 
Satish Menon: 
Viewed at the macro level like measur- 
ing Sensex P/E, valuations at around 
17-18 times might look slightly over- 
stretched vis-à-vis not too distant In- 
dian valuations and those in other 
emerging markets. 





But when one looks at the retail 
consumer theme resulting in the ever- 
growing domestic demand, investment 
theme represented by 
capacity expansions 
of corporates and 
growth in infrastruc- 
ture, globalization 
theme characterized 
by growing Indian 
linkage to world 
economy, increasing 
outsourcing opportu- 
nities for Indian 
corporates and emer- 
gence of two-way 
cross-border M&A 
activities, Indian 
marketplace really 
looks different than 
what it was in the 
past; even vis-à-vis 
other emerging 
markets. 

And craft of in- 
vestment lies in not bothering much 
about macro P/E multiples, but to 
identify relatively, attractively valued 
growth-cum-value stocks and then 
making hay out of such targets. 

Also, while large-cap stocks in In- 

dia are perhaps fully priced, offering 
little room for significant appreciation, 
mid-and small-cap stocks offer above 
average returns. 
Shriram Iyer: Valuations are not 
cheap, but they are also not in the 
bubble territory. There is always the 
factor of demand and supply that de- 
termines valuations in the short-term, 
though in the long-term earnings 
growth and return ratios should be the 
key drivers. Adjusting for the earnings 
growth and visibility and superior re- 
turn ratios, Indian equities are not ex- 
pensive relative to other emerging 
market benchmarks. 


How does India look vis-a-vis other emerging 
markets now? 

Raamdeo Agrawal: Indian invest- 
ment opportunities should be com- 
pared with Chinese opportunities be- 
cause there are only two markets that 
have one billion plus consumers, and 
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from the available data Indian compa- 
nies are far more cheaper and much 
better allocators of capital. 

Sandeep Wagle: Our 
house view is that we 
are probably at No. 2 
after China. In the 
emerging markets I 
think we are in the 
top 3. 

Sanjib Pohit: I think 
India is doing well as 
compared to other 
South Asian coun- 
tries. Only thing the 
problem is that our 
government of India 
is following a *Look 
East policy". Problem 
is that one of the 
structure of our 
growth for Look East 
Policy is that growth 
centre should be 
shifted to eastern 
part of India. Our scope in emerging 
market will be better if our eastern In- 
dia is stabilized politically. 

Satish Menon: India appears rela- 
tively better placed than other emerg- 
ing markets in terms of magnitude of 
ongoing corporate and economic activi- 
ties. Not all emerging economies, with 
the exception of China, have been grow- 
ing at 9% and that tells the difference. 

The exceptionally strong perfor- 
mance of the last four years is not a 
chance or temporary outcome. It reflects 
structural changes upon which we can 
build further. Both the savings and in- 
vestment rates have increased signifi- 
cantly. Indian industry has responded 
well to economic reforms of the past two 
decades. India's image among foreign 
investors has improved significantly 
and FDI inflows are increasing. 

We have seen just the beginning of 
massive activities in infrastructure 
like roads, power, etc., at scales un- 
heard of in the past. We have wit- 
nessed a revolution that happened in 
software and telecom spaces. We have 
yet to see major action in pharmaceuti- 
cals, biotechnology, real estate, media, 
retail and agro-processing. 
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All these economic activities sup- 
ported with proactive stand of ruling 
coalition at the center appears to 
promise a good future 
ahead for the Indian 
economy and the eq- 
uity market cannot 
remain isolated from 
such an excitement. 


Any other comments? 
Raamdeo Agrawal: 
Indian corporate prof- 
its to GDP have 
crossed 5%. In many 
other developed mar- 
kets corporate profits 
to GDP are upwards 
of 10% and since GDP 
is growing at about 
10-12% nominally, 
15-16% growth for 
corporate profits in 
the foreseeable future 
is quite likely. From 
the current base, markets should go up 
anywhere between 
12-15% return on a 
period of five years; 
but markets never 
move linearly and, 
hence, it will either 
overshoot or under- 
shoot from the cur- 
rent levels. 
Therefore, nobody 
can predict how the 
market is going to 
perform in the next 12 
months or so. For suc- 
cessful investing, one 
has to focus on indi- 
vidual stocks and 
market movement is 
to be left to the Al- 
mighty. 
Sandeep Wagle: I 
have one interesting 
observation to make 
is that 13,000 is a very very strong 
support. And the strategy for the long- 
term investors would be that nearer 
13,200 and 13,300. Already twice we 
have seen a strong support coming in 
and the market goes up very sharply, 





so one should be willing to buy at 
those levels and for whatever reasons 
the market has a very peculiar charac- 
teristic, when we feel that it will go up 
it suddenly fall. So one should not as- 
sume that it will go up continuously. 
Even if there is a fall one should be 
willing to buy more. Though I feel that 
13,000 will not be broken. Sometimes, 
the market behaves you know in a very 
funny fashion, what you don't expect or 
anticipate happens. If at all it goes be- 
low 13,000, it may go to 12,200- 
12,500. I would say that there would 
be an opportunity to buy more and 
hold on for a period of 12 to15 months. 
And one can look at a return of around 
25 to 30%. 

Well, liquidity as of now is ex- 
tremely good and in 2007 it will con- 
tinue to be as good or may be better. 
But again as I have said at lower levels 
we will see liquidity flowing in nearer 
13,000 if the index comes, then the in- 
dex comes. We will see a lot of new 
players entering or adding to their po- 
sition, so there we will 
witness liquidity may 
be at 14,200 or 
14,300 levels it may 
be a little slow. 
Sanjib Pohit: I think 
Indian growth trajec- 
tory in the coming 
year 2007 will be 
more than 8%. My 
preference is it 
should be industry- 
based growth, but I 
doubt that we are 
nearing it by this 
March. I think agri- 
culture will also take 
to improvement in 
the coming years. 
Satish Menon: One 
should remain aloof 
from short-term un- 
certainties associated more with 
moods and psychological play rather 
than fundamentals. To re-iterate, 
since most agree on bright prospects 
of the Indian economy in the long run, 
it is advisable to stay invested with 
long-term perspective.# 
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CRR, which effectively means that if a 
bank has Rs. 100 cr it has to keep aside 
more than Rs. 30 cr of money which 
could be used for extending much 
needed credit", stated Krishnan 
Sitaraman, Head, Financial Sector 
Ratings, Crisil to DNA India. 

The coming IPO deluge could also 
impact the secondary market rally. Th:s 
year, the market has witnessed larger 
number industry players hitting the 
market with the IPOs. For the fiscal year 
2006-07, the corporates are expected to 
raise Rs. 35,000 cr from IPOs in the pri- 
mary market. According to Sebi, during 
April-November 2006, the market wit- 
nessed 37 IPOs of about Rs. 15,189 cr 
compared to Rs. 10,936 cr through 7€ 
IPOs between 2005-06. The realty giant. 
DLF, posted IPO for Rs. 13,500 er while 
Cairn India is likely to raise money of 
Rs. 35,000 cr with some more issues in 
the channel. Other companies that have 
announced their [POs are Reliance Pe- 
troleum, Tech Mahindra, Parsynath De- 
velopers, Gwalior Chemicals, Gayatri 
Projects, Usher Agro, Pate] Engineering, 
Rathi Udyog, Development Credit Bank, 
Blue Bird, LT Overseas, Opto Circuit 
and Plethico Pharma. 

According to UBS Investment Re- 
search, a global equity research firm, 
Sensex is expected to touch the 15k 
mark in 2007. In the backdrop of a strong 


56 February 2007 


rupee, future investments and price fall 
in raw materials could propel the perfor- 
mance of sectors like Engineering, 
Pharma, IT, and Cement upwards, while 
a sluggish performance is expected from 
FMCG, Energy and Banking. ^A slow- 
down from FY07 is predicted on the high 
base created over the last four years and 
the possibility of a slump in consump- 
tion due to an expected rise in interest 
rates", said the report. 

Predicting on the future perfor- 
mance of India Inc., Sriram Iyer, Head, 
Research, Edelweiss, says, “Corporate 
performance in 2007 will continue to be 
strong on the top line as there is tre- 
mendous visibility across sectors. 
Earnings growth could slowdown some- 
what in the second half of 2007 as oper- 
ating leverage gets exhausted and capi- 
tal costs start increasing, reflecting the 
addition to capacities. Higher employee 
costs are also an issue though this will 
be offset somewhat by stable or lower 
commodity prices. Return ratios are 
likely to peak, but remain at attractive 
levels. Earnings growth is, therefore, 
likely to match top line growth rather 
than exceed it as we have seen in the 
last few years." Given the strong evi- 
dence of growing economy and increas- 
ing consumer demand the performance 
of India Inc. is intact. 

Further, a strong rupee too could 
cast a spell on the performance of ex- 
porters, especially, IT companies, which 
could make a dent in their bottom line. 
The rupee, which began last year at 
Rs. 45.05 to the dollar, depreciated to 
Rs. 46.95 per dollar in July 2006; how- 
ever, by the end of the year, appreciated 
sharply to touch Rs. 44.23 to the dollar 
as on December 28, 2006. 


Overstretched valuation? 


Valuations too have now become a 
cause for concern. In terms of Price to 
Earnings (P/E) multiple, the domestic 
market looks overtly stretched vis-à-vis 
other emerging markets. A: a P/E of 19, 
Indian market looks exorbitantly over- 
priced as compared to China's 14-15, 
based on the 2007 corporate earnings 
estimate. “The Indian stocks were over- 
stretched in terms of valuation and cor- 


rection was round the corner, it only re- 
quired some excuse to correct which is 
healthy and much required to keep our 
market in sync with corporate earning 
growth,” said Dinesh Thakkar, CMD, 
Angel to Financial Express. However, 
Raamdeo Agrawal, Joint Managing Di- 
rector of Motilal Oswal Financial Ser- 
vices Ltd., a Mumbai-based brokerage 
house, says, “Valuation of the Indian 
companies have to be looked into in the 
backdrop of lower interest rate of about 
7.5% for longer term money. 20X for 
March 2007 and about 16X for March 
2008 is definitely not on the lower side, 
but it is more or less evenly balanced. 
Any bad global appetite for equities it 
can definitely correct by 20-22%.” 
While a section of experts say prices are 
overstretched, optimists opine that 
with the growing economy and the ra- 
pidity of the market P/E between18-20 
is acceptable, 


Returns outshine concerns 

“Sensex, dearest in emerging markets”, 
said a recent headline in the Business 
Standard when the Sensex hit the 14k 
mark. True, Indian companies today are 
trading double their book price and their 
market valuations are completely un- 
matched with the other emerging mar- 
kets; however, the returns too are scintil- 
lating. According to Morgan Stanley 
Capital International (MSCI), among 
the emerging markets, investments in 
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BRIC (Brazil. Russia, India and China) 
countries have given a return of 50.22% 
compared to Eastern Europe that gave 
second best return of 43%. According to 
the MSCI index, the Asian market was 
topped by China, fetching a return of 
78.57% while India followed up with a 
return of 45.95%. Though Latin Ameri- 
can markets topped others, they are nct 
30 bquid; Venezuela turned in a return of 
109.6646. Russia with a return of 52.11% 
topped the EMEA market. 

However, it won't be easier to repeat 
last year's feat, say a few experts. Merrill 
Lynch predicts, “Emerging market eco- 
nomic performance is likely to be muted 
compared with the recent years of above- 
par economic performance reflected by 
market returns. The most critical driv- 
ers— global liquidity, volatility, global 
growth and interest rates, commodity 
prices and EM fundamentals— are un- 
likely to change significantly in 2007." 

Predicting India's future market con- 
ditions, Ridham Desai, Equities Ana- 
lyst at Morgan Stanley, bearishly 
stated, “The markets have run ahead of 
the fundamentals and at the same time 
I think the fundamentals could be slip- 
ping,” in an interview to FT. According to 
Morgan Stanley, the Indian peer stocks 
are priced at about 1.5 times higher than 
other emerging markets shares. Indian 
compenies’ earnings remain strong with 
34% sales growth and 20% profit hike, 
and the capital spending is expected to 
hit a 19-year high along with an all-time 
high in M&A activities, creating debts to 
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Bullish on India: 
Fil Investment in A-Group Companies 





Dec'06 Dec '06 
Infosys Technologies 33.89 9.47 
RIL 19,93 8.45 
Bharti Airtel 25.56 7.34 
HDFC 69.23 6.10 
ONGC 9.11 4.05 
HDFC Bank 32.74 2.55 
TCS 6.97 2.05 
NTPC 6.79 1.74 
SBI 11.9 1.71 
Guj. Amb. Cement 34.31 1.69 
L&T 17.53 1.69 
UTI Bank 36.40 1.28 
Tata Steel 18.11 1.15 
ACC 24.28 1.13 
Reliance Capital 31.90 1.04 
Wipro 499 1.08 
(Figures in $ bn) Current value is based on 
Dec '06 Fil Holdings 
Source: he Economic Times 


the companies. In addition, factors like 
higher interest rates and amortization 
expenses would add to the fears of weak- 
ening net profits. 

However, going by the current per- 
formance, Indian investors are optimis- 
tic of the future market growth. “India 
has the advantage of being largely do- 
mestic-driven with infrastructure and 
domestic consumption being key 
growth drivers”, said a report by Edel- 
weiss Securities. 


Looking forward 

Surely, the recent acceleration of the 
stock market has triggered debates over 
a series of questions, “Are we at the start 
of a bear market?” Anxiety levels of 
many investors are running high with ex- 
perts having different opinions leading 
to heightened confusion. However, ac- 
cording to the opinions of most of the ex- 


perts, the market at present is solely 
driven by fundamentals. “Markets at 
this level are fairly priced, and one has to 
approach the markets cautiously for im- 
mediate gains. But, if one factors in the 
high growth sectors such as IT, banking 
and telecom, which constitute 45% of the 
index, plus the strategic investment of 
these companies, which will account to 
850 points equivalent value on Sensex, 
we see headroom for further apprecia- 
tion in the next few quarters”, says 
Dinesh Thakkar, CMD, Angel Broking. 

Apart from the positive returns that 
are expected from sectors such as IT, 
ITES, cement, construction, engineering, 
power, telecom, banking, logistics, retail, 
FMCG, and energy and exploration, the 
coming budget also holds the key. “Feb- 
ruary has been the month where there is 
a lot of optimism over the budget, which 
prompts many investors to buy into sec- 
tors on hopes of positive policy develop- 
ments”, says Kisan R Choksey, KR 
Choksey Shares & Securities. Analysts 
are of the view that the growth of the 
bourses may only slip if something goes 
wrong with the fundamentals or due to 
the strong global factors. In fact, ana- 
lysts opine that Indian markets are bet- 
ter placed than its peers in an uncertain 
global environment. 

With the RBI hiking the CRR by 50 
basis points, one can hope for the vola- 
tility of the market to be under strong 
check. It will also bring down consumer 
spending and higher prices to some ex- 
tent. As per forecasts by Merrill Lynch, 
“wholesale price inflation, the most 
widely watched measure, will cross 6% 
in January from around the current 
5.16%, mainly as goods and food prices 
rise.” It is, however, going to be the re- 
sponsibility of the government to 
strengthen the infrastructure so as to 
bring about a strong economic growth. 
Along with this, India Inc. has to per- 
form to live to the expectations of the 
market if not better it. Definitely, it 
would be better to wait and watch be- 
fore taking the plunge.m 


— Amit Singh Sisodiya, Kavitha Putta 
and Sanghamitra Dhara 
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EU's Enlargement 


Bigger, the Better? 





The entry of Romania and Bulgaria, two communist nations, into European 
Union (EU) poses significant challenges to Europe's elite group of nations. 


oughout the world, New Year's 
eve is celebrated with joyous 
revelry. The year 2006 was no 


exception. However, for EU, the New 
Year eve was special, this time, as it 
waited to welcome two new member 
countries — Romania and Bulgaria. 
The two former communist nations 
celebrated the night with added en- 
thusiasm for their much sought-after 
entry into the big league, which fructi- 
fied on January 1, 2007, ending 11 
long, painful years of waiting. The eu- 
phoria was expected and palpable as 
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the blue and yellow EU flags fluttered 
over the streets of Bucharest and 
Sofia, the respective capital cities of 
Romania and Bulgaria. With the 
dawn of 2007, Romanians and Bul- 
garians became proud citizens of the 
largest and most integrated commu- 
nity of liberal democracies in the 
world. 

Earlier, in 2004, the two countries 
made futile efforts to join the EU. 
That time the EU initiated its expan- 
sion program to Eastern Europe and 
embraced 10 new nations out of which 


8 were ex-communist nations. Ever 
since then, public mood started swing- 
ing against further enlargement as 
the more established nations forcibly 
resisted any hasty enlargement pro- 
cess and clamored for imposing 
stricter entry norms. In this backdrop, 
the inclusion of these two Balkan na- 
tions in the EU is of huge political and 
historical importance. These two 
poorest members of the EU hope that 
their entry into the elite group will 
help them improve their per capita in- 
come, which is just one-third of the 
Union average. For EU, the benefit, as 
cited by political analysts, is that it 
will be able to consolidate its eco- 
nomic and political position eastward 
to the Black Sea. However, critics ex- 
press concern that challenges lying 
before the EU may undermine oppor- 
tunities. 


Pains and gains of enlargement 

There have been six enlargements in 
the EU since it was formed in 1958 by 
the six founding nations Belgium, 
France, Italy, Luxembourg, West Ger- 
many and the Netherlands. Now EU 
is the largest supranational, intergov- 
ernmental union of 27 democratic na- 
tions of Europe with a population of 
nearly 489 million. Romania and Bul- 
garia, which are divided by the river 
Danube, together account for more 
than 6% of EU's population, but con- 
tribute a miniscule 1% of EU's overall 
output. The ground realities of these 
two nations are not as bright as their 
other EU counterparts. In 2005, 
Bulgaria's GDP per capita was a mea- 
ger $3,480 and Romania's $4,490— 
against a healthy average of $9,240 
for the eight entrants in 2004, and an 
EU-wide average of $29,330. Further, 
both the nations are plagued by acute 
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current account deficits—Bulgaria’s 
being 13.5% of the GDP and 
Romania’s, 10.3%. On the currency 
front. Romania’s New Lei ( 1 = 2.80 
New Lei) floats with the euro, whereas 
Bulgaria’s Lev ( 1 = 1.97 Lev) is 
peggec to the euro; Romania dropped 
four zeros from its erstwhile currency 
Lei, last year. The two countries also 
fare badly when it comes to another 
major economic parameter, inflation. 
The current inflation rates in Roma- 
nia and Bulgaria are respectively 9% 
and 5%, while the same for EU 25 is a 
modest 1.8%. This, in turn, implies 
that euro adoption is a distant dream 
and these two nations are not, at least 
for now, in a position to reap the ad- 
vantage of a common currency area. 
Again in terms of demographic crite- 
ria too, though the performance of Ro- 
mania is fair, Bulgaria performed 
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well below the high European stan- 
dards. Bulgaria’s population (pres- 
ently 7.7 million) is likely to fall below 
7 million by 2020 due to lack of proper 
medical and healthcare facilities. Be- 
sides, the boundaries of these two na- 
tions are not foolproof. Leaky borders 
have led to influx of migrants from the 
neighboring countries. Macedonians 
can work illegally and with ease in 
Bulgaria as can Moldovans in Roma- 
nia. In fact, these two newcomers are 
traditionally laggards in many other 
ways. Infrastructure and public ser- 
vices in these two nations are in a piti- 
ful state when compared to the rest of 
Eastern Europe; corruption and law- 
lessness are rampant, and the politi- 
cal culture is fragile. 
Notwithstanding such concerns, 
some experts express optimism as 
they say that accession by EU can 


bring about much needed benefits to 
these nations, thereby, ending their 
age-old history of plight and misery. 
The hope for future prosperity and sta- 
bility was also echoed in the speeches 
of the political leaders of both nations. 
The ecstatic Romanian President, 
Traian Basescu proclaimed, “By enter- 
ing EU, we win our peace and our 
prosperity.” Bulgarian Prime Minister 
Sergei Stanishev also emphatically 
commented “... a dream came true, a 
dream of generations of Bulgarians who 
have always wanted to live together 
with the free European people in peace 
and prosperity.” 

In the first year of its accession to 
EU, Bulgaria is entitled to receive eco- 
nomic aid to the tune of $873 mn, 
whereas the grant amount for Romania 
is $2.2 bn; earlier, both the countries 
garnered funds for reforming their insti- 
tutions and economic regulations to 
reach EU standards. Between 2007 
and 2009, Bulgaria is supposed to re- 
ceive 2.3 bn in structural reform and a 
total of 1.6 bn for rural development 
support by 2013. On the other hand, to- 
tal funding earmarked for Romania is 

10.5 bn by 2010. This is certainly going 
to help these two nations to get disen- 
tangled from the vice of poverty and to 
create a better image internationally. 
Moreover, now both the nations can ex- 
pect more investments, better law en- 
forcement and improved economic per- 
formance, re-emphasizing what hap- 
pened in the former communist coun- 
tries that became EU member states in 
2004. Besides, by mingling with EU, 
culture and heritage of both these na- 
tions will flourish. 

Even the membership prospects of 
these two nations spurred a huge amount 
of foreign investments, especially in the 
realty sector and in the factories. In 2006, 
both the countries posted record invest- 
ments—reaching 8 bn in Romania and 

4 bn in Bulgaria. In the third quarter of 
2006, Bulgaria’s economy grew at a 
healthy 6.7% while Romania's economy 
posted a growth rate of 7.8%, which is the 
highest since 1990. 

The poor citizens of these two na- 
tions are hopeful, and this was echoed 
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Bulgaria and Romania: Statistics at a Glance 


Romania Bulgaria EU25 
Capital: Bucharest Sofia 
Government: Democracy Democracy 
(Republic) 
Population: 2006 21.60 million — 7.70 million 463.50 million 
(53.3% urban) (67.8% urban) 
Currency New Leu 1= Levi = 
3.44 new lei 1.97 Lev 
Real GDP growth rate (2006 forecast) 7.20% 6.00% 2.80% 
GDP per capita (at PPP index EU25 = 36 33 100 
100, 2006 forecast) 
GDP per capita growth rate (2006 forecast) 0.00% 6.30% 2.10% 
Public balance (Net general government -0.40 3.10 -2.30 
borrowing as a % of GDP 2005) 
Unemployment rate (2005) 7.90% 10.10% 8.80% 
Labor cost per hour ( ) 2.33 (2005) 1.45 (2004) 21.21 (2004) 
Households with Internet access 6% (2004) 10% (2004) 52% (2006) 
Proportion of population aged 25 to 64 72.80 72.50 68.90 
having completed at least upper secondary 
education (%, 2005) 
Expenditure on R&D (as % of GDP, 2004) 0.40 0.50 1.90 
Heart disease deaths per 100,000 Women Women Women 
180.70 127.50 73.50 
(2003) (2004) (2003) 
Men 289.40 Men 225.40 Men 144.30 
(2003) (2004) (2003) 
Source: The Financial Times 


in the comment of a resident of Roma- 
nia, carrying his 4-year-old son on his 
shoulders who said that EU association 
would secure a brighter future for his 
son. He reassured, “I hope in this coun- 
try he will have a life thousand times 
better than mine.” 


Challenges for EU 


However, for EU, the enlargement 
challenges are not going to be easy to 
handle. Poland, which joined the 
Union in 2004, blocked discussions 
with Russia on a new cooperation 
pact, demanding that Moscow should 
lift the ban on Polish meat imports. 
The Czech Republic, another EU 
member, is vehemently opposing 
plans to raise EU tax on beer, its na- 
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tional beverage. Cyprus has tactfully 
used its membership power to stall 
talks with Turkey. The increasing as- 
sertive and stubborn attitude of the 
newcomers has inevitably compli- 
cated the smooth functioning of the 
Union and irked the 15 old member 
states, thereby, necessitating urgent 
institutional reforms in the Union. 
German Chancellor, Angela Merkel, 
commented, “We cannot admit every 
nation that seeks to join.” French 
President, Jacques Chirac demanded 
that hopeful members “Accept the 
rules of the game in the EU.” 

In fact, some founding members 
like France are warning that rampant 
absorption of new members with 
much lower per capita income is likely 


to make the Union economically more 
overburdened and institutionally un- 
manageable. They are concerned that 
eastward expansion will curb their 
veto power and handicap the decision- 
making process of the Union. This 
apart, some EU members fear that 
westward migration of laborers from 
the poorer members is likely to under- 
mine the social standard of the Union. 
Differences in wages of the newcomers 
nations with the more established na- 
tions (labor costs in Romania, Bul- 
garia and EU 25 are 1.79, 1.57 and 

22.34 respectively) are leading to a 
westward exodus of migrants. Accord- 
ing to an estimate by the European 
Commission, the number of migrants 
totaled 70,000 to 1,50,000 a year. 
Britain, Sweden and Ireland, which 
opened their boundaries to the East- 
ern European nations of EU in 2004, 
are not likely to be so generous now. 
Given that, experts say, Romanians 
and Bulgarians would likely face in- 
creasing hurdles to enter the labor 
markets of even Hungary, Slovakia 
and the Czech Republic, which are 
themselves facing obstacles put by 
nations further West. 


Yet, hope floats 


Given the cold reception these two new 
entrants are receiving, it won’t be easy 
for these countries to translate their 
EU membership into prosperity and 
stability. Concerns are that both the 
new members may not receive the full 
benefits of membership right now. 
Meanwhile, limiting some financial 
assistance and market access is un- 
der consideration by EU because the 
judiciary and health standards in Ro- 
mania and Bulgaria aren’t up to EU 
standards. Still, hopes die hard. It 
may initially be quite chaotic to com- 
ply with EU norms, but it will cer- 
tainly get better as commented by a 
Bulgarian: “We'll travel freely, our 
children will get a better education, 
better jobs.” Let the hope float, 
higher.m 


— Amith Singh Sisodiya and Sanjoy De 
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Entertainment Galore 








Mushrooming Multi 


Indian multiplexes are rising high with the boom in the entertainment 
industry. 





s the Indian economy has en- 
tered a new growth phase, the 
intertainment industry is wit- 
nessing unprecedented growth. To le- 
verage on the present day consumer's 
lavish spending habits, many multi- 
plexes have come up in metros and tier 


II cities too. The changing lifestyle of 


the Indian consumer is the paramount 
factor for the current multiplex boom 
and the consumption trends are slowly 
converging with global standards. The 
propensity of the Indian middle-class 
consumers and rising disposable in- 
come are the other important drivers. 
In addition, rising affordability and 


changing demographics and mode of 


spending such as using credit cards in 
the urban area is further fueling the 
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consumer spending. Hence, to cash in 
on the consumers' spending spree 
many shopping malls have cropped up, 
majority of them in National Capital 
Region (NCR) and Mumbai region. The 
expenditure on entertainment, cloth- 
ing and dining has witnessed signifi- 
cant growth since 2002. Moreover, or- 
ganized retail has increased to 3% of 
the total retail consumption, which is 
likely to touch 8-10% in the next couple 
of years with the entry of many busi- 
ness groups. 


In expansion mode 

Multiplexes are the latest craze in In- 
dia in the last three years and this is 
one of the biggest factors in driving up 
collections for Bollywood. They have an 





average of 250 seats per screen and are 
often characterized by a good ambi- 
ence, comfortable seating, air-condi- 
tioning, modern infrastructure, and 
good quality Food and Beverages 
(F&B). Riding on the current enter- 
tainment boom, the big multiplex op- 
erators such as Adlabs, PVR Cinemas, 
Inox and other players are planning to 
increase the number of screens every 
year. With movies being the most pre- 
ferred form of entertainment, the mul- 
tiplex players are expected to spend 
Rs. 1,200 cr in the next two years in 
terms of expansion. 

Besides, several internal factors 
are influencing the growth in multi- 
plexes. Corporatization of Indian mov- 
ies has helped in scaling up the quality 
of scripts and movies. Crossover films 
catering to the Indian diaspora and 
the success of regional films abroad 
have helped in realizing growth in rev- 
enues. Simultaneously, international 
cinema being dubbed in Indian lan- 
guages has expanded the market. Ac- 
cording to Tushar Dhingra, COO, 
Adlabs Cinemas, "There is increased 
success of the film industry this year- 
although some would say it's a mutual 
gain scenario with both multiplexes 
and films feeding off each other. With 
the current trend for niche or 'multi- 
plex' films, this trend looks set to con- 
tinue." The foremost factor is the en- 
tertainment tax benefits for multi- 
plexes given by certain state govern- 
ments which has triggered many new 
entrants to set up multiplexes or con- 
vert the existing single theaters into 
multiplexes. Tushar says, "The critical 
success factors for the multiplexes are 
the entertainment tax benefits, infra- 
structure, technology, innovation, dif- 
ferentiation and customer service." 
Multiplexes offer several economic 


February 2007! 63 


Business Environment 


———————————————À—M UO 


advantages over single screen theaters 
like better occupancy ratio over the tra- 
ditional theaters due to lower seating 
capacity and greater number of shows 
as a result of varied duration of mov- 
ies. They can also fetch more revenues 
in the first week of release by showing 
on more screens. Lower costs due to 
sharing facilities in the multiplexes 
such as the basic amenities, F&B and 
manpower is a very big advantage 
which multiplexes have over other nor- 
mai theaters. 

Multiplexes follow different busi- 
ness models such as ownership, lease 
agreements like fixed rental and fixed 
rental plus percentage sales, and con- 
verting the existing single screen the- 
ater mto a multiplex. In the ownership 
model, capital cost is high, whereas in 
the lease model the outgo is only the 
rent. Ir the ownership model, company 
benefits from escalating real-estate 
prices and in the leased model com- 
pany shells out more money as rent, 
thereby decreasing the profitability. 
Multiplexes derive revenues not only 
from tickets but also from F&B and 
advertising activities. The pricing of 
tickets vary between weekdays to 
weekends and popularity of the cin- 
ema. Generally, the margin in the F&B 
segment is higher. With the on-screen 
and off-screen ads they can earn addi- 
tional income. 

The luxury multiplexes are coming 
up with new experiences like partying 
in the theaters while the movie is run- 


Mal! Space in India 
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ning. They are aiming at drawing high 
disposable income people to increase 
the patronage. The shopping malls and 
multiplexes are leveraging one 
another’s advantages in the up-market 
areas. More than 50% of upcoming 
shopping malls in the country will have 
multiplexes in their offering. As a re- 
sult of impulse buying by the consum- 
ers, these two entertainment formats 
have been benefitting with increase in 
footfalls. Operators have been trying to 
diversify the revenue sources by follow- 
ing various selling strategies and 
forming alliances. For instance, 
Adlabs aimed to differentiate their 
brand, build loyalty and create ap- 
pointment viewing through targeting 
different kinds of consumers with dif- 


ferent kinds of movies, services and 
timings— Disney Magic targets kids, 
Baby Bliss targets young parents and 
Silver Screen targets senior citizens. 
Adlabs also initiated alliances with 
Coca-Cola for F&B, ABN-Amro for 
credit/privilege cards and Microsoft 
Xbox for mutual benefit. 


Sustainability 


Competition is heating up in attract- 
ing the crowds to multiplexes, as many 
players are entering the multiplex 
business. Some multiplexes are lo- 
cated close to each other, competing in 
the up-market area, which has re- 
sulted in reduced ticket prices to in- 
crease footfalls. Adlabs and PVR Cin- 
emas have chalked out big expansion 
plans to increase the number of 
screens in the next two years to get bet- 
ter share of movie revenues. Some of 
them are planning to acquire existing 
players. However, industry sources are 
ruling out any consolidation in the in- 
dustry as there is a huge potential still 
left unaddressed. The market is still in 





Multiplex operators have been trying to diversify 
the revenue sources by following various selling 
strategies and forming alliances. 


the growth stage and there are enough 
opportunities for the existing players. 
Tushar opines, *The interest in films 
and everything related to films in In- 
dia is huge and deeply ingrained in our 
culture. This coupled with the fact that 
the Indian film industry is making 
more films and better films than ever 
before should sustain the boom." How 
multiplexes can benefit from this may 
be demonstrated by an interesting sta- 
tistic that will illustrate the still very 
low penetration of Indian cinema: In 
India we have 20 screens per million 
people while in the US it's 120 screens 
per a million people. According to 
Tushar, *A large chunk of future 
growth will indeed come out of tier II 
cities where the multiplex phenom- 


i 


enon is still fresh, even certain 
cachements in metros like Chennai, 
Bangalore and Kolkata remain vastly 
underserved. Moreover, metros still 
show a lot of potential as far as other 
revenue sources are concerned. The 
aim is to differentiate from competi- 
tion and to provide a wholesome family 
experience so that the outing doesn’t 
begin and end with the movie itself.” 

Multiplexes are witnessing lots of 
action in this movie crazy country and 
this action is likely to heat up more in 
the future to combat upcoming com- 
petitive pressures. The likely trends 
for the next couple of years are the en- 
try of some prominent business groups 
into this arena and multiplex opera- 
tors are entering with the distribution 
and film production. In any case, ulti- 
mately, the sustainability of the mul- 
tiplex business model depends on fix- 
ing up revenue leakages and the suc- 
cess of the film industry.m 


— N Janardhan Rao and Ravi Babu Adusumilli 
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Pharmaceutical Industry 


Towards Healthy Future 








Indian pharma players are expanding to the US and European markets to 


get a strong foothold in the global generics market. 


ndian pharma industry is at the 

center stage as MNCs have re- 

newed their interest to enter the 
Indian market. With price pressures 
remaning strong in the global generics 
markez, to remain competitive, MNCs 
have deen looking at M&A to fuel their 
growth. Therefore, consolidation in the 
industry is heating up. On the other 
hand, Indian companies are increas- 
ingly focusing on the generics market in 
the US and Europe. At the same time, 
India and China are competing with 
each other to become offshoring desti- 
nations for pharmaceutical companies. 
Backed by the traditional competitive 
advantages and growing domestic mar- 
ket, the Indian players are gearing up to 
grab the opportunities. 
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Medicine ball rolling right 

The Indian pharma market is currently 
estimated at $8.7 bn and is expected to 
reach $10 bn by next fiscal, with the 
sector's contribution to GDP being 1.3%. 
R&D spending by the Indian pharma 
companies is 2-4% of sales, compared to 
10-15% of sales for the global players. 
Pharma companies have posted 23% 
growth in their revenues and 38% growth 
in profits. Moreover, much of the profits 
were mostly generated by overseas op- 
erations rather than domestic sales. As 
the domestic pharma sector is highly 
fragmented, most of the Indian compa- 
nies are emphasizing on exports. Due to 
depreciation of the rupee, pharma com- 
panies have been benefitted largely as 
they are earning most of their revenues 


from export sales. Though the pharma 
sector has performed well in 2005-06, 
due to the pricing pressures and inten- 
sive competitive environment in the US 
generics market, companies have wit- 
nessed margin pressures. Overall 
pharma sector performance is showing a 
sharp contrast with its FY05 perfor- 
mance in terms of sales and profits. 
With the introduction of new prod- 
uct patent regime, MNCs have renewed 
their interest in India. Though, almost 
all the big pharma companies have 
their presence in India, some of the com- 
panies like Bristol Myers Squibb, 
Boehringer Ingelheim and Eisai have 
only made recent forays. Similarly, In- 
dian companies are getting ready to 
catch up with the global generics mar- 
ket, as $65-70 bn worth drugs are com- 
ing off patent in the US and European 
markets in the next two years. Accord- 
ing to a reasearch consulting firm, 
Indian drug makers will have 33% 
share of the global generics market by 
2007 as compared to 4% today. Though 
MNCs are trying to corner the domestic 
market, Indian companies still com- 
mand 70% of the domestic market. 
There is an ongoing battle between 
MNCs and Indian firms, with both try- 
ing to eat into each other’s market share. 
Indian players are considering acquiring 
assets in the US and Europe in order to 
grow inorganically and achieve volumes. 
Similarly, Indian MNCs are trying to 
widen their distribution in overseas 
markets. Domestic firms are expanding 
globally—they are first acquiring mar- 
keting facilities, and later expanding 
into manufacturing to improve their sup- 
ply chains. The core chemistry and ge- 
neric product manufacturing strength of 
India is driving the trend. Competing in 
the European markets can be easy for 
Indian companies when compared to the 
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US in terms of price erosion, valuations 
and volatility. Indian companies, which 
are acquiring the generic pharma com- 
panies in Europe, are paying 2-3 times 
their revenues considering this market 
to de-risking their business model with 
high risk and high return US generics 
market. As price pressures are mount- 
ing, consolidation is rapidly taking place 
in the US generics market. Conse- 
quently, foreign companies are also look- 
ing at Indian companies to grow inor- 
ganically. One of the key drivers for ge- 
nerics consolidation is the vertical inte- 
gration into the Active Pharmaceutical 
Ingredients (API). The Mylan acquisi- 
tion of Matrix Labs exhibits the begin- 
ning of this trend. The global generic 
players such as Teva, Abrika, Sandoz, 
Watson, Hospira and Pliva are waiting 
for possible acquisition targets to 
strengthen their position in the global 
generics market while making India as 
the sourcing base. One can’t rule out that 
there are very few such acquisition tar- 
gets in the country. For instance, the 
Teva-Aurobindo deal failed to take-off, 
and now Aurobindo is on an acquisition 
spree to enter the US and European 
markets. In the highly regulated and 
competitive US and European generics 
market, Indian players need to be fast 
and keep the costs low. 

At least $1 bn has been spent on the 
global acquisitions in the past three 
years by Indian companies. To fund the 
global acquisitions and expansions, 
several companies have raised finances 
through FCCB issues last year. M&A 
activity is expected to intensify as con- 
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solidation plays a crucial role in the fu- 
ture. Though Ranbaxy has its presence 
in 25 locations, the number of Indian 
pharma companies having their pres- 
ence in multiple locations has increased 
to 12 (such as Dr. Reddy's Laboratories, 
Wockhardt, Nicholas Piramal, Sun 
Pharmaceuticals and Glenmark, etc). 


A land of opportunities 

Coming under the price pressure, 
MNCs are increasingly outsourcing 
their manufacturing activities to low- 
cost countries such as India and China. 
Daunted by high costs, foreign compa- 
nies are outsourcing 10-15% of their 
production to low-cost countries. Big 
pharma companies such as Merck, 
Glaxo and Novartis are increasingly ex- 
ploring new opportunities for low-cost 
manufacturing. The average cost reduc- 
tions from sourcing manufacturing and 
conducting clinical trials in 
India is about 30-40%, while it ranges 
from 40-6056 in China. Owning the high- 
est number of USFDA manufacturing 
plants outside the US, India is poised 
to become the destination for contract 
manufacturing opportunity. In addition 
to this, with its new patent regime, 
many foreign companies are showing 
interest in working with Indian compa- 
nies, besides scouting for acquisitions. 
The contract research manufacturing 
services offer stable revenues and are 
less risky than generics. Indian compa- 
nies such as Nicholas Piramal and 
Shasun Chemicals have acquired 
manufacturing facilities in western 
countries to show their long-term com- 
mitment to the market. With the new 
pharma and multi-product SEZs being 
set up in India, contract manufacturing 
can grow significantly by leveraging the 
fiscal incentives to keep the costs low. 
With costs ranging from $800 mn to 
$1.2 bn for manufacturing a drug (re- 
search till its approval), one has to en- 
sure that the time to market the drug is 
reduced, i.e., much before its patent ex- 
pires. To reduce the time and cost, big 
pharmas are outsourcing the clinical re- 
search to India, which is worth of $118 
mn per year and is predicted to reach 
$380 mn by 2010, as more US and Eu- 


ropean companies look to India to cut 
the costs of drug development. 

Though Indian pharma companies 
have improved their use of technology 
and are moving up in value chain activi- 
ties, foreign investors are still contem- 
plating investment in India and China. 
This can be attributed to policy short- 
comings in India. Though drug prices 
are low in the world, the drug price con- 
trol in India is aimed at availability of 
drugs to people at low-costs. Pharma 
companies have been marred by these 
price regulations, which are in turn af- 
fecting their profitability. MNC drug 
makers have voiced their concern to the 
government, and have stated that they 
would prefer greater monitoring of drug 
prices to ensure that prices don't spiral 
out of control. Though low-cost produc- 
ers can cope with the new regulatory en- 
vironment, those who can't produce 
drugs at a lower cost will be forced to 
consolidate or stop production. Even in- 
dustry experts are predicting that it is 
easy to grab the market, share in the 
US and European generics market than 
in the domestic market where price con- 
trols are likely to continue. Hence, 
pharma companies have very few op- 
tions left with them other than explor- 
ing export opportunities. The price con- 
trols and rising Chinese imports are 
likely to squeeze the margins for the do- 
mestic firms, thereby forcing consolida- 
tion in the industry. In addition, the 
new product patent regime would 
change the future of the industry with 
the introduction of innovative drugs, 
forcing domestic players to focus on 
R&D and small players to consolidate. 

With many growth opportunities 
opening up, the Indian pharma sector is 
all set for rapid expansion. As a result, 
the sector is currently experiencing a 
surge in coverage, services and spending 
in public and private sectors. Avenues 
such as outsourcing, manufacturing and 
opening up of new markets have height- 
ened prospects for the Indian pharma 
market, turning it into a land of milk 
and honey.m 


— N Janardhan Rao and Ravi Babu Adusumilli 
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Indian Banking Industry 


Challenging Times Ahead 





It's time for Indian banks to gear up to meet the challenges of implementing 





Basel || norms and combat competition from foreign players. 





Indian banking industry has 

evolved significantly undergoing 
various phases of development. The 
success of the industry can be greatly 
attributed to the spate of economic re- 
forms initiated since early 1990s which 
have resulted in the much needed Lib- 
eralization, Privatization and Global- 
ization (LPG) model. The sector’s as- 
sets contribute tc around 65% of the 
country's GDP and hence the sector 
plays a pivotal role in the growth of the 
economy. Nevertheless, there are a few 
challenges like adhering to Basel II 
norms and preparing itself for foreign 
competition, come 2009. 


[: the post-Independence era, the 


Significant developments 
During 2005-06, the Indian Govern- 
ment and RBI have initiated a few 
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measures which played a erucial role in 
directing credit to the priority sectors. 
The central government has placed 
much emphasis on the agricultural sec- 
tor by considering it as a priority sector. 
It, therefore, directed banks to increase 
their credit limits to the farmers. Effec- 
tively, the agricultural seetor has wit- 
nessed more inflow of funds during the 
year. 

In its efforts to make banking ser- 
vices affordable to the common man, 
RBI, in its annual policy statement, 
2005, has directed banks to come up 
with “no-frills” accounts—where 
there need not be any minimum bal- 
ance for opening accounts. This direc- 
tive also ensures low and reasonable 
charges, which will enable the com- 
mon man to open a bank account 
without any hesitation. 


In its annual policy statement, RBI 
has also instructed banks to be fair and 
transparent with regard to the charges 
levied for the various services offered. It 
has also asked them to display the 
charges and penalties on their websites 
and in their branch offices. Apart from 
this, it has constituted a working com- 
mittee to examine how reasonable the 
levied charges are. This adds more 
scope to the Fair Practices Code. 

The banking ombudsman scheme, 
which acts as an arbitrager for disputes 
less than Rs. 10 lakh, has been 
amended to include problems related to 
credit cards, loans and advances, ATM 
operations, and delay in issuing checks 
and DDs. The provision for complaints 
to be made online is also available to 
increase the comfort of customers. 

Financial inclusion is another area 
on whose implementation the RBI has 
been urging all the banks to concentrate 
on. As per latest estimates, only 
40-45% of the Indian population has 
access to banking while the rest of the 
population has been deprived of even 
basic banking facilities. Therefore, 
banks are increasingly making efforts 
to fill this large gap. Successful imple- 
mentation of financial inclusion can fa- 
cilitate deeper penetration of financial 
services which, in turn, can have a great 
impact on India's growth. 

Indian banking industry has been 
gradually moving from a regime of "large 
number of small banks" to “small num- 
ber of large banks". The post-2009 chal- 
lenge is compelling and gearing up In- 
dian banks for this major transforma- 
tion. From April 2009, the Indian bank- 
ing scenario is likely to witness a drastic 
change with the level-playing field of- 
fered to the foreign players. The message 
from the honorable Finance Minister for 
the banks to initiate measures to drive 
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up tne consolidation phase is also acting 
as a catalyst. In late 2005, Centurion 
Bank of Punjab and Bank of Punjab 
merged to form Centurion Bank of 
Purjab. This bank has further consoli- 
dated its position by merging with Lord 
Krishna Bank. 

Though there were many banks in- 
terested in taking over the sick United 
Western Bank, RBI has finally decided 
to amalgamate it with IDBI, which has 
high CAR and low NPA ratio. The gev- 
ernment has also approved the amal- 
gamation of Ganesh Bank with Federal 
Bank. effective from September 2, 2006. 
Indian Overseas Bank has acquired 
Bharat Overseas Bank, a Chennai- 
based unlisted private bank, by buying 
out its other shareholders. | 

In an attempt to strengthen their 
position both on the domestic and global 
fronts, Indian banks are taking stakes in 
overseas banks. State Bank of India has 
acquired 7646 stake in an Indonesian 
Bank. PT Bank IndoMonex, and has aeg- 
quired control over management of the 
bank. While UTI Bank and Allahabad 
Bank ventured into Singapore and 
China respectively, Vijaya Bank has got 
a focthold in Singapore, Hong Kong, 
Beijing, Seoul and Abu Dhabi. 

REI has directed Indian banks te 
adhere to Basel I! norms in order to get 
aligned with the global standards. Base! 
Il stands on three pillars - minimum 
regulatory capital requirements, super- 
visorv review, and market discipline. 
The first pillar stipulates banks to as- 
sess credit risk, market risk and opera- 
tional risk and make higher provisions 
to effectively cover such risks. The second 
pillar emphasizes on the regulatory re- 
view which ensures that the bank is 
holding the necessary capital while can- 
sidering its overall risk profile. The third 
pillar focuses on specific disclosure man- 
dates which ensure the disclosure of all 
their risk management policies, their ex- 
posure tc different risks along with their 
exposure» to credit. 

As a part of its strategy to improve 
the capital base of Indian banks, RBI has 
allowec them to raise capital overseas by 
issuing Innovative Perpetual Debt In- 
struments (which qualify for tier I capi- 
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tal) and debt capital instruments (which 
qualify for tier II capitaD. Many of the In- 
dian banks like SBI, UTI and ICICI have 
already issued such hybrid capital instru- 
ments and many others are lining up to 
take advantage of this opportunity. 


Policy changes 

As per the mid-term review of monetary 
policy 2006-07 released by RBI on Octo- 
ber 31, 2006, the outlook of Indian eco- 
nomic growth seems to be going along 
expected lines. It signals strong momen- 
tum in the industry sector, sustainable 
prospects in the services sector and in- 
creasing demand for credit. Indeed, the 
banking sector has been witnessing sus- 
tainable demand for credit of over 30% 
for the third consecutive year, which is 
attributed to the fast-growing real es- 
tate, housing and retail sectors. 

The GDP growth for the year 2006-07 
may be forecasted at around 8% over the 
projected 7.5-8.0% in the first quarter 
review. While the reverse repo rate (rate 
at which the RBI absorbs overnight li- 
quidity from the banking system) and 
the bank rate of 6% have been kept un- 
changed, RBI has raised the repo rate 
(the rate at which the RBI borrows from 
the banks) to 7.25% by increasing 25 ba- 
sis points. Targeted inflation rate is also 
kept unchanged at 5.0-5.5% along with 
CRR which is kept at 5%. 

The earlier deadline to adhere to 
Basel II norms by the Indian banks has 
been postponed. A special mention has 
been given in RBI’s policy review that as 
against the earlier scheduled deadline of 
March 31, 2007, foreign banks operating 
India and Indian banks with their op- 
erations outside India will have to be- 
come Basel II complaint effective from 
March 31, 2008. All other scheduled 
commercial banks have more time till 
March 31, 2009. This move comes as a 
respite to the Indian banks by giving 
them additional time to put in place ap- 
propriate systems and also to meet ad- 
ditional mandated capital so as to be- 
come fully compliant to Basel II. 


Thrust areas 
The size of the banking industry has 
grown multifold from 1995 to 2006, from 


around Rs. 5,984 bn then to Rs. 36,105 
bn now. Liberalization has opened up 
the market with the entry of private and 
foreign banks which has set in a competi- 
tive spirit among the players. Besides 
these, there were few favorable mea- 
sures taken by the government like de- 
regulation, easing of Statutory Liquidity 
Ratio (SLR) along with Cash Reserve 
Ratio (CRR), offering more freedom to 
the banks in certain aspects, ete. Techno- 
logical and product innovations have 
also facilitated the growth of the sector. 

The thrust areas in which Indian 
banks can play a key role are infra- 
structure development, high potential 
SMEs, booming retail markets, rural 
markets, financial inclusion, and tech- 
nology. Infrastructure development 
acts as a major driver in the growing 
economy. Banks can aid in financing 
and supporting viable projects through 
long-term financing at affordable 
prices which could boost the infrastruc- 
ture development. 

Another thrust area is the SME sec- 
tor which accounts for 40% of industrial 
output and about one-third of exports. 
Apart from this, the sector is the largest 
employment provider, next only to agri- 
culture. Though this sector was ne- 
glected earlier, banks are increasingly 
looking at the sector to leverage its high 
growth potential. Retail revolution has 
also been providing vast opportunities 
for the banking sector. 


Outlook 


To sum up, consolidation and joint ven- 
tures have become the order of the day 
for Indian banks to effectively compete 
in the changing banking landscape. All 
these ongoing developments aid Indian 
banking sector to consolidate its posi- 
tion on the domestic front as well as to 
gain a strong foothold on the global 
front. While overcoming the challenges 
strategically, Indian banking sector is 
also likely to bring in more profession- 
alism in terms of offering quality ser- 
vice along with improved transparency 
in the system.™ 

~ D Satish and Y Bala Bharathi 
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IDBI - UWB Merger 


Banking on Size 





The acquisition of the troubled UWB augurs well for IDBI, which has so far 
lagged behind its private sector rivals. 





*Another private sector bank has 
fallen by the wayside—the second one 
since January (2006). United Western 
Bank (UWB), a Maharashtra-based 
bank which has been languishing for 
months now, was put on ‘moratorium’ 
on Saturday (September 02, 2006) af- 
ternoon by the government, following 
an application from RBI,” screamed a 
headline in The Economic Times (ET), 
India's leading business daily. The 
news about the moratorium by the Re- 
serve Bank of India (RBI) spread like 
wildfire, urging depositors to press the 
panic button and rush to the UWB's 
head office at Satara in Maharashtra, 
to withdraw their hard-earned money. 
But they realized that they could not 
withdraw more than Rs. 10,000 from 
their account till the moratorium was 
lifted. However, withdrawals in excess 
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of Rs. 10,000 were allowed only in 
cases of unforeseen expenses like 
medical treatment and higher educa- 
tion, or to meet expenses related to 
marriages or other ceremonies or for 
any other unavoidable emergencies. 
No one including the depositors 
would have expected that the GTB 
(Global Trust Bank) fiasco would be 
replicated by any other bank; and that 
too, so soon. No doubt, this was also 
shocking news for the shareholders 
who believed that the country's central 
bank would do enough to prevent an- 
other GTB-like failure. Yet, the truth 
was that another bank had gone bank- 
rupt. However, not many knew that the 
central bank was aware that UWB had 
not been in the pink of health since 
June 2001. "The bank was placed un- 
der monthly monitoring from June 


2001. It was also unable to come up 
with any credible plan to raise fresh 
capital to bring its CAR to the pre- 
scribed level," the ET quoted Anand 
Sinha, Executive Director of RBI. The 
apex bank finally declared morato- 
rium after UWB's Capital Adequacy 
Ratio (CAR) turned negative. UWB re- 
ported a loss of Rs. 6.08 cr on total in- 
come of around Rs. 155 cr and a CAR of 
-0.3% (as against the norm of 12%) for 
the quarter ended June 2006. It also 
reported high rate of Non-Performing 
Assets (NPAs) at 6.16%, during the 
said period. For the fiscal 2005-06, 
UWB reported a loss of Rs. 104 cr on 
total income of Rs. 547 cr. 

Industry experts attributed the 
bank's poor performance to misman- 
agement by the top brass, which finally 
steered it towards bankruptcy. In fact, 
a section of experts even express con- 
cern that the bank's NPAs might actu- 
ally turn out to be more than reported 
once a proper assessment is done. 

The anxious depositors, however, 
heaved a sigh of relief when the RBI 
lifted the moratorium and named 
IDBI as the buyer of the ailing bank. 
The central bank said in a statement, 
“The amalgamation will come into 
force on October 03, 2006. All the 
branches of the United Western Bank 
will function as branches of Industrial 
Development Bank of India Ltd., with 
effect from this date”. As a result, IDBI 
paid Rs. 150.55 cr at Rs. 28 a share, a 
premium of 31% over UWB’s closing 
price of Rs. 21.45 on the Bombay Stock 
Exchange (BSE). 

For IDBI, however, the acquisition 
did not come easily. A host of banks 
from the public sector Canara Bank to 
private sector banking behemoth 
ICICI Bank made a beeline to acquire 
UWB. The battle got further intensi- 
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fied as the SICOM (State Industrial 
and Investment Corporation of 
Meharashtra), HDFC and 
Maharashtra State Government too 
entered the fray, promising to pump in 
a hefty Rs. 350 cr to rejuvenate the ail- 
ing bank. However, RBI’s decision to 
choose IDBI has highly disappointed 
the other bidder. “It is disappointing 
for us as UWB was a very good buy”, 
stated V Sridar, Chairman and Man- 
aging Director of UCO Bank, quite dis- 
appointingly to The Hindu Business 
Line. M B N Rao, Chairman and Man- 
ag:ng Director of Canara Bank, sounds 
similar: "It would have been a good fit 
for both Canara and UWB but we ac- 
cept the RBI decision as they must 
have evaluated the pros and cons »e- 
fore offering the bank to IDBI,” as 
quoted in The Hindu Business Line. 

This, in fact, caused many analysts 
to wonder why an ailing bank is sud- 
denly looking attractive to these suit- 
ors. The reason, however. was not far to 
seek “UWB is strong in Western 
Maharashtra. 3o, banks that are rot 
strong in that area may like to partner. 
Let us not forget that the region is one 
of the most prosperous sections in the 
State.” The Hindu Business Liae 
quotec Viren Mehta, Director of Ernst 
& Young. 


A “win-win” deal 

UWB. with a network of 238 branches 
across Maharashtra and 23 in 
Mumbai and also 14 extensicn 
counters and 75 ATMs, is well-en- 
trenched in one of the most lucrative 
loan markets in the country. The bank, 





IDBI and UWB: A Fact File 


(in Rs. Cr) 
IDBI UWB 
Net worth 6,484 ; 
CAR (%) 14 0.67 
Net NPAs (%) 1.02 5.87 
Branches 181 230 
Net profit 151 6 


A) figures are as on June 30, 2006. 


Source: The Hindu Business Line 
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which was incorporated in 1936, is one 
of the largest and oldest private sector 
banks in Maharashtra. UWB has its 
head office at Satara in Maharashtra 
and oversees operations through its 
five zonal offices at Mumbai, Pune, 
Kolhapur, Jalgaon and Nagpur. 

RBI’s choice of IDBI as the buyer 
was surprising, given the fact that the 
central bank in the past used to de- 
pend only on state-run banks to rescue 
troubled banks. For instance, the RBI 
asked Punjab National Bank (PNB) to 
take over the Kerala-based Nedungadi 
Bank. It trusted OBC (Oriental Bank 
of Commerce) to bailout the much ma- 
ligned GTB. However, ICICI Bank was 
allowed to acquire Bank of Madura, 
which is based in South India. 





Industry experts say that apart 
from a good network of 200-plus 
branches (as compared to just 181 
branches of IDBI), UWB’s loan book 
also gives good exposure to that of 
IDBI. According to The Hindu Business 
Line, IDBI's network presents a sig- 
nificant business opportunity in both 
industrial and agricultural sectors in 
terms of loan disbursal, trade finance, 
and also provides a base to garner low- 
cost deposits. This augurs well for 
IDBI, given the fact that RBI's tough 
restrictions on licenses for expansion 
make it difficult for banks to open new 
branches—a fact that places private 
sector and MNC banks at a great dis- 
advantage vis-à-vis their public sector 
counterparts. 

Another positive point for IDBI is 
the fact that the bank's high cost of bor- 
rowing, owing to 60% of its borrowing 
being in the nature of long-term, raises 
its cost of funds significantly. The 
bank's cost of funds at 6.5% is quite 
high compared to the industry average 
of about 5%. Further, with a depositor 


base of above 20 lakhs, UWB would 
not only provide just the kind of boost 
needed in IDBI’s depositor base but 
would also give access to low-cost 
funds. 

In the post-acquisition period, 
UWB, however, would be run as a sepa- 
rate Strategic Business Unit (SBU). 
"UWB will be a separate SBU of IDBI 
for the purpose of evaluating numbers 
and assessing the achievements of the 
bank. There will be separate accounting 
for its performance," said VP Shetty, 
Chairman and Managing Director of 
IDBI, in a press conference. IDBI, which 
already has two SBUs for development 
and commercial banking, would run 
UWB as an SBU in catering to the agri- 
culture sector, SMEs, and sugar indus- 


UWB would not only provide just the kind of boost 
needed in IDBI’s depositor base but would also 
give access to low-cost funds. 


try. According to the ET, around 120- 
130 rural and semi-urban branches of 
the erstwhile UWB cater to priority sec- 
tor lending. The acquisition will enable 
IDBI to achieve these lending targets. 
IDBI would also further raise UWB's 
exposure to farm loans from the current 
exposure level of around 14-15%. 

IDBI also commented that key func- 
tions of the erstwhile UWB such as 
treasury operations, accounting, inspec- 
tion, human resources and risk man- 
agement will be carried out at the head 
office. It said that the integration of 
these functions has been completed 
from day one. It also said that the 
IDBI's head office would be handling 
corporate accounts too. Besides, while 
the term lending portfolio will be 
handled by IDBI's Development Bank 
SBU, commercial banking functions 
will be handled by Commercial Bank 
SBU. 


Financials 
With the current deal, the bank reported 
a significant growth in the current fiscal. 
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Asset Composition 


Non-performing Assets 


Net NPAs (LHS) 
% to Net Advances 


e S 





NPAs lower at 1.0196 
Credit Exposure No. 
Industry Exposure % 
Iron & Steel 10.46 
Financial Services 8.46 
Electricity Generation 6.20 
Telecom Services 5.85 
Cotton Textiles 3.90 
Borrower Exposure % 
Borrower No. 1 261 
Borrower No. 2 2.57 
Borrower No. 3 2.25 
Borrower No. 4 2.13 
Borrower No. 5 1.78 
A well diversified loan portfolio 
Source: IDB! Bank 
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It reported a rise of 82.596 in net profits 
from Rs. 307.26 cr to Rs. 560.89 cr. As in 
September 2006, the bank's deposits 
rose by 69.5% to Rs. 31,000 cr on YoY 
basis, while advances moved up 17.2% 
to Rs. 54,500 cr, reckons VP Shetty, MD, 
IDBI. The acquisition of UWB would be 
adding Rs. 7,000 cr worth assets to 
IDBI's balance sheet. IDBI is aiming to 
increase its net interest margin by 1% by 
March 2007. Currently, UWB holds 
Rs. 300 cr as net NPAs and gross NPAs 
amount Rs. 500 cr. 


Concerns 

IDBI is yet to gain a firm footing in the 
commercial banking segment, and 
posted its reverse merger with its 
banking arm in 2004. Experts feel that 
rehabilitation of UWB could be a quite 
demanding task for IDBI. For in- 
stance, the bank's cost of funds is 
higher compared to the industry aver- 
age. "Given its carryover costs and its 
lingering identity as a term lending in- 
stitution, UWB's deposit base will 
stand it in good stead”, comments The 
Hindu Business Line. The business 
daily further added that while the lat- 
ter marginally adds to its low NPAs 
(UWB’s NPAs of Rs. 200 er add about 
0.4% to IDBI’s NPA level of 1% now), 
IDBI’s capacity to turn these around 
will be tested, given its relative inexpe- 
rience in retail bamking and the fact 
that UWB’s exposure to the sugar in- 
dustry is fraught with cyclical risk. 
However, the success of the merger de- 
pends on the ability of IDBI to manage 
and contain the level of NPAs. 

“Yet the proposed merger will cer- 
tainly benefit all vulnerable stake- 
holders and one can hope that this will 
encourage the central bank to keep de- 
positor interests uppermost in its fu- 
ture rehabilitation schemes. That has 
not always been the case, as the shut- 
down of mismanaged cooperative 
banks suggests, with many depositors 
still to get even a whiff of their sav- 
ings,” The Hindu Business Line said. 

However, some skeptics worry 
about the smooth sailing of IDBI. 
Standard and Poor’s (S&P), a global 
rating agency, has warned that IDBI's 





in %, unless otherwise specified 


Particulars Mar. 31, Mar. 31, 
2005 2006 
Overhead Efficiency Ratio 138.15 14898 


Staff Expenses to Total Expenses 5.11 5.44 
Business per Employee (Rs. cr) 13.50 17.32 
Profit per Employee (Rs. cr) 0.14 0.12 


Gross NPA Ratio 2.47 2.00 
Net NPA Ratio 1.73 1.01 
Capital Adequacy Ratio 15.51 14.80 

-of which Tier | 11.93 11.71 
Book Value per Share - Rs. 81.67 87.53 
Eamings per Share - Rs. 8.51 7.75 
P/E Ratio 10.71 10.10 
Source: IDBI Bank 


acquisition is going to affect the finan- 
cial profile of the company as UWB 
carries some huge bad loans. 


Future outlook 

The amalgamation of IDBI and UWB is 
likely to add value in the long-term and 
is going to help IDBI expand its retail 
presence. While the deal brings several 
benefits, the network expansion plays a 
significant role in the bank’s growth. 
Currently, the bank has a network of 
181 branches and thanks to this deal as 
it gains an immediate access to a fur- 
ther 230 branches of UWB, therefore, 
growing at the rate of 25% in the num- 
ber of branches during the past two 
years, expects 20% rise in deposits and 
10% rise in assets base. 

While the deal looks attractive in 
the short-term, its real synergic impact 
would be appearing in the long-term. 
According to the draft amalgamation 
scheme, IDBI needs to take the entire 
workforce of UWB, which is about 70% 
of IDBI's staff strength, directly affect- 
ing its wage cost. As such, this deal may 
be small in size. However, the integra- 
tion with UWB containing the high level 
of bad loans is itself a big challenge for 
IDBI.m 


- Amit Singh Sisodiya and Kavitha Putta 
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QIP Route 








With Sebi giving the nod for companies to raise equity domestically through 
the QIP route, the private equity placement market is expected to come back 
onshore. 


anks to Sebi, corporate India has 

got yet another alternative fund 

raising option after its epproval 

to allow Qualified Institutional Place- 

ments (QIPs). QIPs have become the fla- 

vor of the season for Indian corporates as 

more and more companies are favoring 

this route of raising funds from the do- 
mestic markets. 

In May 2006, Sebi opened up this 
new avenue to the corporates ir order to 
discourage the export of Indian capital 
markets through overseas issuances. 
During the year 2005 itself, funds raised 
through overseas issues accounted for 
Rs. 35,000 cr while domestic issues ac- 
counted for just Es. 25,000 cr. 

The growing number of ADR/GDRE/ 
FCCB issues by top companies speaks 
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it all. The number has increased mani- 
fold from 3 issues in 2002 to 47 issues in 
2005. On the other hand, the amount of 
funds mobilized from domestic markets 
through FPOs have declined sharply in 
the last two years from Rs. 12,764 in 
2005 to Rs. 4,817 cr in 2006. The report 
submitted by the Sebi Committee also 
raised concerns about this issue, Sebi 
has reflected positively by introducing 
the QIP route to encourage the compa- 
nies to raise funds in domestic markets. 


Regulatory norms 

According to the Sebi guidelines, listed 
Indian companies are allowed to raise 
any amount of capital through QIP route 
from the domestic markets subjected to 
one stipulation. The total amount should 


Boosting Domestic Capital Market 


not be more than five times the net worth 
of the issuing company as amounted at 
the end of the previous fiscal year. 

Through the QIP route, companies 
are eligible to issue securities to the 
qualified institutional buyers like Sebi- 
registered venture capital funds, For- 
eign Institutional Investors (FIIs), do- 
mestic institutional investors, insur- 
ance companies and mutual funds. How- 
ever, they are stipulated to allot 10% of 
the issue size to mutual funds. Rest of 
the 90% of the issue size can be allotted 
to the Qualified Institutional Buyers 
(QIBs) on a discretionary basis. 

Companies are allowed to issue any 
kind of equity or equity convertible in- 
struments except that of warrants. Nev- 
ertheless, in the case of equity convert- 
ible instruments, the conversion should 
be done within five years from the date of 
issue of the securities. The pricing of 
these issues should be similar to that of 
overseas issues, Securities should not be 
allotted to the promoters of the issuing 
company either directly or indirectly. 

Securities should be allotted to at 
least two investors for an issue size of 
less than Rs. 250 cr and there should be 
at least five investors for an issue size 
bigger than that. Besides this, Sebi has 
mandated that no single investor should 
be allotted more than 50% of the total 
size of the issue. The fact that the securi- 
ties issued in this route are not subject to 
any lock-in period makes this avenue 
more attractive to the investors. 


More effective 


QIPs offer a slew of benefits as against 
other avenues of fund raising. They are 
more cost-effective and less cumbersome 
than other ways and can thus be touted as 
a lucrative option to raise capital. Given 
the fact that QIPs don't have to undergo 
lengthy procedural norms makes it more 
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erticing for the corporates. Milind 
Sarwate, Chief Financial Officer (CFO) of 
Marico Limited opines, “Sebi has signifi- 
cantly reduced the compliance require- 
ments for QIPs. For instance, in case of 
QIPs, the process of filing the draft pro- 
spectus with Sebi for clearance has been 
replaced with a post issue filing of place- 
ment document. This has reduced the 
time required for completion of the pro- 
cess to 6-8 weeks as compared to the 3-4 
morths required fcr other equity offerings 
in the domestic capital markets. Thus, 
simplicity of processes and speed are 
prompting more and more compares to 
raise funds through the QIP route." 
Earlier to the QIPs, India has wit- 
nessed the increasing trend of overseas 
issuances to avoid the procedural 
hassles of the follow-on offerings. 
Corporates are also taken away by 


reduced costs. 





other advantages like high quality in- 
vestors, easy listing on few stock ex- 
changes, etc. However, they do have to 
incur additional costs like lega) costs, 
listing costs, etc., which in turn multi- 
plies the cost of the issue. 

Besides this, in overseas issues, 
corporates are also mandated to convert 
their accounts into international stan- 
dards, which is a time-consuming pro- 
cess. Sarwate observes, “Surely, QIP is a 
better option than a foreign equity issue, 
in that it offers for consideration a wider 
set of investors. In case of GDRs, the tar- 
get investors would largely be the FIs. 
For QIPs, the target investors include, in 
addition to FIIs, domestic mutual funds, 
banks and insurance companies. The 
QIP process also offers additional ben- 
efits of faster execution and simplified 
regulatory requirements at reduced 
costs. These factors would surely prompt 
companies choosing QIP issues over for- 
eign equity issues.” 

The QIP route addresses many of 
these concerns as Sebi has made these 
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The QIP process offers benefits like faster execu- 
tion and simplified regulatory requirements at 


guidelines less stringent in order to en- 
courage fund raising from domestic mar- 
kets. The process is less time-consuming 
as they just have to submit the usual au- 
dited results to the qualified investors. 
Moreover, it is more cost-effective as it 
only involves payment of minimal fees to 
the exchange. 

Unlike FPOs, where the securities 
have to be issued to the retail investors 
at a discount to the market price, QIPs 
can be issued to the qualified investors 
who are willing to buy securities at the 
actual price. Investors can also avail all 
the benefits of corporate actions like 
rights issue, stock splits, bonus issue, 
etc. The fact that QIPs don’t insist on 
any lock-in period also makes it more 
preferable to preferential equity 
shares, which mandate at least one 
year lock-in period. 

Successful model 

QIP route has proven to be successful 
with around 20 companies raising 
funds through this way; in just the sec- 
ond half of the year 2006 over Rs. 4,000 
cr of capital was sourced through this 
route. Some of the companies which 
availed this route include Spentex In- 
dustries Ltd., Bombay Rayon Fashions, 
Apollo Tyres, IVRCL Infrastructures & 
Projects Ltd., Mahindra Gesco, Penin- 
sular Land, Ansa! Properties, Marico 
Limited, AIA Engineering, etc. 

Spentex is the first ever Indian 
company to raise the QIP for Rs. 46.59 
cr by allotting 75 lakh equity shares. 
Edelweiss Capital handled the place- 
ment being the sole lead manager. The 
QIBs for the issue include Sundaram 
Mutual Fund and Mauritius-based 
FIIs like Goldman Sachs Investments 
Ltd., Voyager Fund Ltd. and Nikko As- 
set Management Ltd. IVRCL Infra- 
structures & Projects Ltd., is the first 


infrastructure company to raise Rs. 
555 cr through this route by allotting 


150 lakh equity shares at Rs. 370 per 
share. 

Besides these, Marico raised around 
Rs. 151 cr, Peninsular India about Rs. 
156 cr, Apollo Tyres about Rs. 250 cr, 
Mahindra Gesco Rs. 474 cr, Ansal Prop- 
erties Rs. 682 cr, Bombay Rayon Fash- 
ions Rs. 300 cr, etc. The list indicates 
that real estate and infrastructure com- 
panies are active in mobilizing funds 
this way. Realty and infrastructure com- 
panies such as IVRCL, Ansal Properties 
and Mahindra Gesco together have 
raised around Rs. 1,700 cr of funds. 

The investment strategies and phi- 
losophies of QIBs differ from one to an- 
other. Sawate further opines, “The QIB 
universe comprises various types of in- 
vestors, ranging from strategic investors 
to hedge funds. Each QIB would have its 
own investment philosophy with differ- 
ent maturity and risk profiles." He fur- 
ther adds, “Based on their investment 
strategy, each QIB would have different 
criteria for investment considering size 
of issue, market capitalization of issuer, 
issue price, growth story, etc. Finally, for 
all equity issues the fundamentals of 
stock investing would remain the same." 


Viable alternative 

QIPs will definitely be a good alternative 
to mid-cap companies for whom it would 
be tough to go for overseas issues. The 
QIP route is undoubtedly a significant 
step towards the progress of Indian capi- 
tal markets. Mutual funds which are, of 
late, emerging as a large investor base 
over FIIs will certainly be benefitted with 
the guaranteed 10% allotment norm. Re- 
tail investors can also avail this avenue 
through mutual funds. However, the QIP 
route is sure to make the institutional in- 
vestor more powerful over a period of time 
with the kind of interest that it is evincing 
of late. At the same time it will also make 
companies more competent and goal-ori- 
ented in order to meet the institutional 
investors’ expectations and, thereby, gain 
their confidence. All in all, the equity pri- 
vate placement market is expected to 
come back onshore through this route.m 


— D Satish and Y Bala Bharathi 
Reference # 01M-2007-02-20-01 
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Gold ETFs 


A Glittering Opportunity 





With the coming of Gold ETFs, the gold frenzy Indian investor will have yet 
another avenue to invest in gold. 


own the ages, Indians have al- 

ways had an enduring passion 

for gold, as it is traditionally 
considered a symbol of wealth and 
prosperity. Currently, India has gold 
worth Rs. 24 lakh crore and consumes 
about 700 tons annually to the world's 
3,200 tons. Thus, being one of the 
world's largest consumers of gold, In- 
dia is poised to have yet another av- 
enue to invest in it. With Sebi's ap- 
proval of Gold Exchange Traded Funds 
(Gold ETFs) in 2005 and further 
amendment of its Custodians and Se- 
curities Act, mutual fund houses are 
gearing up to launch Gold ETFs in 
India. 

Although Indians have great affin- 
ity for gold, of late due to escalating 
gold prices, small investors have been 
gradually shunning away from gold in- 
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vestments. Gold ETFs can better serve 
such kind of investors who can invest in 
gold even with meager amounts. The 
funds typically inculcate the character- 
istics of both stocks and mutual funds. 
These are exchange traded mutual 
fund units which are listed and traded 
on the stock exchange like any other 
stocks, and the units can be traded like 
mutual fund units. Gold being the un- 
derlying asset can be bought and sold 
in the form of these units. Net Asset 
Value (NAV) of the units fluctuates 
with the movement of underlying gold 
prices. 


Regulations in place 

According to Investopedia, an ETF is a 
security that tracks an index and rep- 
resents a basket of stocks like an index 
fund, but trades like a stock on an ex- 


change; thus, experiencing price 
changes throughout the day as it is 
bought and sold. It is usually perceived 
as an ideal product for retail investors 
who cannot take informed decisions. 
The reason being the ETFs, like index 
funds, typically reflect the perfor- 
mance of the benchmark index. Hence, 
gazing at the astounding performance 
of benchmark indices of India, retail 
investor can also expect similar kind of 
returns from the ETFs, instead of 
struggling to select the best out of hun- 
dreds of available funds. Apart from 
this, ETFs also have advantages like 
lower expense ratio and distribution 
costs over index funds. 

Observing the huge potential of 
gold investments in India, the Indian 
finance minister proposed the intro- 
duction of Gold ETFs in the Union 
Budget 2005 and accordingly Sebi 
cleared the way to introduce them in 
December 2005. As proposed by the 
Sebi-appointed committee, the regula- 
tor approved two models for launching 
them, viz. mutual fund custodian bank 
integrated model and mutual fund 
warehouse receipt model. 

In the mutual fund custodian bank 
integrated model, gold would be held 
by the custodian bank, instead of mu- 
tual funds, which will buy and sell the 
units to/from the wholesale intermedi- 
ary. While the units will be traded on 
the stock exchanges, investors can buy 
gold from the intermediary. The mu- 
tual fund warehouse receipt model is 
also similar to the above model. Never- 
theless, the only difference between 
the two is that in the second model, 
warehouse receipts will be held by the 
custodian bank instead of physical 
gold. 

However, the final guidelines for 
launching the Gold ETFs were delayed 


February 2007; 79 


Finencial Markets 


INTERVIEW 





As investments in gold are next only to bank deposits in India, there will always 
be a place for a financial instrument linked to gold. 


Although Gold ETFs were approved by Sebi long 
2go, why was their launch in India delayed? 
Gold ETFs were approved by Sebi pending 
certain amendments to the Custodian 
Regulations, which have now been en- 
acted. 


With Sebi's Amendment of its Custocian of Secu- 
rities Act, Indian Fund houses are now keen to 
launch Gold ETFs in India. What is the difference 
made by the Amendment? 

New Amendment: Sebi has amended 





in the premises of the custodian, or if 
they are not so maintained, they shall be 
made available therein, if so required by 
the board. 


country. 


What is the scope for Gold ETFs in India and 
what is their modus operandi? 

Indians like investing in gold. Gold, of 
course, is popular since it is considered a 


its Custodian of Securities Act to enable Td Aere simánis stable security during turbulent times 
the custodians of the proposed Gold Ex- Benchmark Mutual Funds besides being a status symbol. Accord- 


change Traded Funds (Gold ETFs) to 
outsource the safekeeping of bullion to outside agencies. 
Allowing the custodians to outsource the safe custody of 
gold in Gold ETFs, the custodians would remain respon- 
sible to their clients (mutual funds) for safekeeping of 
the gold that is kept with the other person, including any 
associated risks. 

All books, documents and other records relating to the 
gold so kept with the other person shall be maintained 





ing to the World Gold Council (WGC), 
India has approximately 15,000 to 25,000 tons of gold 
in domestic use and reserves. 

India is the largest consumer of gold in the world 
(approximately more than 20% of gold production in the 
world annually is consumed by India). As investments 
in gold are next only to bank deposits in India, there will 
always be a place for a financial instrument linked to 
gold. 


This amendment in the Act would pave 
the way for the launch of Gold ETFs in the 


till November 2006, as mutua! funds 
demanded for amending the Custodian 
of Securities Act. Sebi, through this 
amendment, allows the custocians of 
Gold ETFs to outsource the function of 
safekeeping of physical gold to outside 
agencies. It is usually the job of the cus- 
todian to safeguard and maintain the 
underlying securities. It is quite easy to 
handle equity and debt securities, 
whether they are in physical or elec- 
zronic form. However, it calls for exper- 
tise when it comes to maintaining and 
safeguarding a huge amount of gold. 
Regular custodians like banks and de- 
pository participants are not special- 
ized in this area and, hence. are left 
with no other option but to zo in for 
outsourcing. But this kind of 
outsourcing the custodial activities to 
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the specialized agencies was prohibited 
under the Custodian of Securities Act, 
1996. 

Besides this, Sebi also mandated 
that the custodians of Gold ETFs should 
be registered with it. Although this man- 
date provides an opportunity for agen- 
cies to directly register and act as custo- 
dians to Gold ETFs, it will only prove to 
be a costly affair with a minimum net 
worth requirement of Rs. 50 cr. Under- 
standing the intricacies of the issues, 
Sebi has finally amended the Custodian 
of Securities Act, which allows the custo- 
dians to outsource their activity. Follow- 
ing the amendment, mutual fund houses 
like Benchmark, UTI and DSP Merrill 
Lynch are gearing up to launch Gold 
ETFs soon in India. Besides this, the 
amendment also provides an opportu- 


nity for global custodian service agencies 
like Brinks Arya, Group 4 Securitas, 
HSBC and Bank of Nova Scotia to ex- 
pand their base in India. 


Golden avenue 

Historically, it has been vindicated that 
gold is a good hedge against inflation. 
Thus, the Gold ETFs also act as a good 
hedging instrument. The fact that gold 
is less correlated with other financial 
assets like stocks and bonds indicates 
that investing in it can be more effective 
in diversifying the risk. Unlike physical 
gold, which will be typically sold at a 
discount to the original purchase price, 
Gold ETFs can be bought and sold at 
the prevailing market prices. Besides 
this, it also offers a cost-effective and 
easier means of accessing gold bullion 
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Gold ETFs 
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Modus operandi: Gold ETF will be an open-ended 
fund, which will be listed on the exchange in the form 
of an Exchange Traded Fund (ETF) tracking domes- 
tic prices of gold through investments in physical 
gold. 

* Gold ETF is designed to provide returns that, before 
expenses, closely correspond to the returns provided by 
gold. 

* Each unit of Gold ETF issued under the scheme will 
be approximately equal to the price of 1 gm of gold. 

* Units of Gold ETF can be bought/sold like any other 
stock on the stock exchange where it is listed. 

* The Authorized Participants and Large Investors 
can directly buy/sell with the fund in pre-defined lot 
sizes. 

* Gold ETFs will be in dematerialized form. 


Valuation of Gold and Net Asset Value (NAV): It 
will be calculated as follows: 

The market price of gold in the domestic market on any 
business day would be arrived at as under: 

Domestic price of gold - (London Bullion Market 
Association AM fixing in US$/ounce X Conversion 
factor for converting ounce into kg for 0.995 fine- 
ness X rate for US$ into INR) + Custom duty for 
import of gold + Sales Tax/octroi and other levies 
applicable. 


Determination of Net Asset Value: NAV of units un- 
der the Scheme shall be calculated as shown here: 


Market or Fair Value of Scheme's investments + 
Current Assets — Current Liabilities 
and Provision 





NAV (Rs.) - 
No. of units outstanding under Scheme 
on the Valuation Date 


The NAV will be calculated up to four decimals. 


What are the benefits and risks associated with investing in 

Gold ETFs from the investors' perspective? 

Benefits: 

Quick and convenient dealing through demat account 

No storage and security-related issues 

Transparent pricing 

Mutual fund taxation 

Listed and traded on NSE just as easy as buying/ 

selling of stocks 

* [deal for retail investor as available in denomina- 
tions of 1 gm 

* NAV of a unit will track price of approximately 1 gm 
of gold. 


Risks: 

Market Risk: The Scheme's NAV will react to gold 
price movements. The investor may lose money over 
short or long period due to fluctuation in scheme's NAV 
in response to factors such as economic and political 
developments, changes in interest rates and perceived 
trends in bullion prices, market movement and over 
longer periods during market downturns. 


market even without taking physical 
delivery of the gold. Both the options 
like redeeming by cash or physical gold 
are available to increase the comfort of 
the investors. 

Investors can also save the storage 
and insurance costs by investing in Gold 
ETFs rather than in physical gold. The 
Gold ETFs typically are backed by the 
standard hallmark quality gold. This 
provides an opportunity for investors to 
accumulate standard gold in small lots 
within their budget constraints. How- 
ever, regulators assume a greater role 
to ensure the maintenance of the purity 
and standard of the gold. The Gold 
ETFs also provide hedging and arbi- 
trage opportunities for traders and jew- 
elry manufacturers by going long and 
short on the gold. Thus, it also helps 
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them to hedge their positions and 
thereby reduce the risk of volatility. 


Poised to take-off 
The idea of the introduction of Gold 
ETFs was first conceptualized in India. 
Benchmark mutual fund was the first 
fund house to propose the idea of Gold 
ETFs by filing it with Sebi in May 2002. 
It was, however, not launched due to 
absence of a regulatory environment. 
Later in March 2003, The Australian 
stock exchange launched the first ever 
Gold ETF in the world. Besides this, the 
Gold ETFs are now traded in stock ex- 
changes in the UK, South Africa and 
France. India is the fifth country to join 
the league. 

Benchmark mutual fund and UTI 
mutual fund have long before filed draft 


offer documents with Sebi to launch 
Gold ETFs. However, Sebi has recently 
given its approval to these two funds to 
launch Gold ETFs in India. These are 
supposed to be open-ended and pro- 
posed to be listed on NSE. Other fund 
houses like Prudential ICICI mutual 
fund and DSP Merrill Lynch mutual 
fund have also expressed their interest 
in launching them. Therefore, Gold 
ETFs are expected to take-off in India 
with the kind of quality, safety and li- 
quidity that they offer. It has wide pros- 
pects to evolve as a transparent and al- 
ternative investment avenue given the 
wide acceptability of gold and huge po- 
tential of gold market in India.m 


- D Satish and Y Bala Bharathi 
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China's Foreign Reserves 


Problems of Plenty 





China's massive hoard of $1 tn fo 


reign exchange reserves is throwing 








” si wo. 


challenges to the US as well as its economy. 





hina has crossed yet another 

milestone: Its foreign exehange 

reserves have reached the $1 tn 
mark in the month of November 2006. 
It is now the largest holder of ‘oreign 
exchange reserves in the world. The re- 
serves exceed the level of the safety mo- 
tive and keeping its currency yuan un- 
dervalued level. Thus, the globa. econo- 
mies, specifically the US, have fear of 
China’s act of piling up huge reserves. 
The sheer size of the reserves has been 
the trigger for the new debates on how 
else the money might be deployed. 
China’s State Administration of For- 
eign Exchange (SAFE) has a serious job 
before them to manage the huge stack 
of foreign currency holdings. Although 
the Chinese authorities have been feel- 
ing proud of the foreign reserves, the 
downside of spending these reserves is 
a big concern. 
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Stash of reserves 

When China opened its economy for for- 
eign investments in 1979, it had only 
$2.5 bn foreign reserves, by the year 
2000 reserves have reached $200 bn. For 
the past three years, $200 bn as foreign 
reserves has been added each year and 
the total reserves reached $1,000 bn 
milestone in 2006. The growth in the re- 
serves has slowed down in recent 
months, yet it is averaging $16 bn a 
month. Huge capital account surplus as 
a result of the high saving rates and un- 
dervalued yuan, inward FDI and specu- 
lative capital inflows over the past two 
years have led to a massive hoard of for- 
eign reserves. Consequently, the capital 
inflows should push up the value of the 
Chinese yuan, but the Chinese Govern- 
ment has resisted this and forcing the 
China's central bank to buy the surplus 
foreign currency. China is trying to keep 





its currency undervalued to provide a 
cushion to its economy from any currency 
crisis in future. The Chinese reserves can 
serve 15 months of imports and six 
times bigger than its short-term debt 
compared to international standards of 
three months imports or to settle short- 
term foreign debt. It seems China is pro- 
tecting its manufacturing sector to sus- 
tain its dominance in exports, which is 
the center of their development strategy. 
Brad Setser, a former US treasury offi- 
cial, estimates that China now holds 
$700 bn in the US long-term bonds, 
enough to lower US long-term interest 
rates by 1.59 — which helped stimulate 
the recent housing boom. 

China's central bank is facing pecu- 
liar situation as the explosion of re- 
serves creates excess liquidity which in 
turn fuels inflation, asset price bubbles 
and imprudent bank lending. Besides, 
the central bank has been exposed to 
mark-to-market losses if the dollar 
drops against the yuan, hence the capital 
loss for the foreign reserves. If yuan rises 
against other currencies in rich countries 
which are running huge trade deficits, it 
will prompt the inflationary pressures in 
the rich countries too. David Wyss, Chief 
Economist of Standard & Poor's, says 
*Selling those deposits (or even just not 
adding to them) would send the dollar 
down and US bond yields up relative to 
other currencies. That would be good for 
jobs in the US, but bad for investment 
and inflation in the US. US growth rates 
would slow in response." 


For better returns 

The trillion dollar question is how China 
can put the foreign exchange reserves for 
better use. The Chinese authorities have 
been thinking of shifting from the dollar 
currency reserves to the euro or other 
emerging Asian currencies to reduce the 
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dolar exposure. Buying euro-denomi- 
nated assets is likely to be more attrac- 
tive. The euro has been appreciating 
against the dollar recently and is likely 
to continue to appreciate over the next 
few years. The major problem is that the 
Ch:nese reserves are huge to make an 
impact on the markets and leads to fall 
in the dollar. Then China has to bear the 
capital loss on the remaining reserves. 
Hence, it could be forced to buy dollars in 
order to stop yuan appreciation against 
tke weaker dollar. Similarly, another 
way is switching to the US corporate 
bonds and mortgage-backed securities 
tc earn higher yields than funds invested 
in the US treasury bonds. The US mort- 
gage bonds carry more risk than the US 
zreasury bonds hence more returns and 
less liquidity. Contrastingly, Dean 
Eaker, Co-Director, Center for Economic 
and Policy Research, says, “The differ- 
er.ce between the yields on US treasury 
bonds and mortgage back securities is 
relatively small. Furthermore, there is 
considerable risk associated with the 
latter, especially the ones that are not 
ensured by the government-established 
corporations (Fannie Mae and Freddie 
Mac). Ifthe Chinese central bank is con- 
cerned about return, getting into mort- 
gage-backed debt is not a clever way to 
go." Alternatively, China is thinking of 
cuying oil and commodities assets 
abroad. Buying oil assets could cost 
them only 8% of foreign exchange re- 
serves. But stock piling of the oil re- 
serves for the six months would in- 
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crease the oil demand and sends 
prices up. 

At present, China is very dependent 
on the exports to rich countries as a 
source of demand. This export depen- 
dence cannot be eliminated overnight, 
but China should be able to replace for- 
eign demand with domestic demand 
over time. By gradually raising the 
value oftheir currency, China will make 
a vast amount of low-cost imports 
available to its consumers and manu- 
facturers. This process will allow Chi- 
nese to enjoy much better living stan- 
dards. According to Wyss, “China 
mostly needs to stop accumulating so 
many reserves. The funds should in- 
stead be used to improve the standard 
of living of Chinese consumers, in part 
by allowing the yuan to appreciate and 
thus making imports (including oil) 
cheaper in China.” Using the reserves 
to cover Non-Performing Loans (NPLs) 
would not have much impact on interna- 
tional markets, since presumably they 
would still be held in China. John 
Williamson, Senior Fellow, Institute 
for International Economics, says, “If 
China used its reserves to strengthen 
its banks, they might hold the dollars 
instead of the centra! bank, in which 
case there would be no further repercus- 
sions, or they might convert their dol- 
lars into RMB to finance their losses, in 
which case the central bank would have 
to decide whether to buy them back 
again to keep the RMB down." On the 
other hand, the country can think of 


funding infrastructure for more rapid 
improvement, but it won't impact much 
unless reserves are utilized for funding 
imports. They can provide the services 
such as education, healthcare, and de- 
cent housing to its people. 


The challenges 

China has the two simple ways before 
them—to stop the rising reserves or at 
least slowdown the growth in reserves. 
China could set free its exchange rate or 
relax restrictions on capital flows and al- 
lowing the Chinese to hold foreign assets. 
But, there is no sign of any change in ex- 
change rate policy in near future due to 
fear of loss in exports and jobs in China. 
Furthermore, China will lose their com- 
petitiveness not only against the US and 
Europe but also against their East Asian 
neighbors and competitors. Baker says, 
"At some point, China will either make a 
decision to raise the value of its currency 
and reduce the rate at which it accumu- 
lates reserves, or the issue will be forced 
on it by investors and/or foreign govern- 
ments." Since the mid-2005, the yuan has 
appreciated by 6% to 8 yuan/dollar from 
old peg of 8.28 yuan/dollar which is more 
than observer's expectations. The US is 
forcing China to revalue their currency to 
increase their exports and reduce the 
trade deficit with the country. The US 
senators have been pushing for the pen- 
alties on China's imports, if the yuan is 
not allowed to appreciate. But, the US 
has to deal with the currency peg by the 
Middle East countries which are run- 
ning the current account surplus of $280 
bn compared to China's $200 bn. The 
Chinese authorities believe that the 15- 
year long recession in Japan is because 
of the mismanagement of the exchange 
rate. So, China is cautiously looking for 
a bailout or at least wants to slowdown 
the sale of China's goods abroad. In the 
long-term, China wants to transform 
its export demand-driven economy into 
the domestic demand-driven. But it will 
take time. Meanwhile, China's forex re- 
serves could double to reach $2 tn in a 
few more years.@ 


- N Janardhan Rao and Ravi Babu Adusumilli 
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Russia’s WTO Accession 


Opportunities and Challenges 











A trade agreement signed by the US and Russia clears a major hurdle for 
the former communist country’s entry into the WTO. Adopting the global 


standards will streamline Russia’s domestic economy, thus making the 
businesses more attractive to foreign investors. 


acked by economie reforms 

along with high oil prices, Rus- 

sia came a long way since its 
economy's systemic collapse in 1998. In 
the recent past, the government's dis- 
memberment of Yukos, a Russian oil 
company, was a sign of its efforts to- 
wards the market economy. It reached 
another milestone by entering the WTO, 
a significant boost to Russia's hopes of 
joining the 149-nation body after 13 
years of talks. Russia and the US an- 
nounced on November 11, 2006 an 
agreement “in principle" on the terms for 
the Russian entry into the WTO and 
signed the final deal on November 18, 
2006 at the Asia-Pacific Economic Co- 
operation Summit in Hanoi. The agree- 
ment includes pledges by Russia to lift 
restrictions on imports of the US beef 
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and pork, and crack down on intellectual 
property violations. WTO negotiations 
between the two nations had stalled for 
years over disagreements regarding 
Russia’s import terms for US’ agricul- 
tural produces; its reluctance to open up 
its financial services markets and its 
poor performance on fighting piracy and 
counterfeiting. The US trade representa- 
tive officials cautioned that Russia had 
not yet cleared all hurdles on the way to 
the WTO entry, and they would continue 
to press the Russian authorities for 
stronger commitments during the multi- 
lateral stage of the accession process. 
Russia still has to reach a bilateral 
agreement with Costa Rica and confirm 
agreements with Moldova and Georgia 
which could be complicated by its tense 
relations with Tbilisi and complete mul- 


tilateral talks. Furthermore, it is antici 
pated that the Republicans’ defeat in thi 
US Congressional elections could com 
plicate the final approval of the agree 
ment, as the Democrats, who will take 
control of Congress as of January 2007 
push for a more protectionist agenda. 


Post-WTO prospects for Russia 
Russia started negotiating its terms o: 
entry into the WTO in 1993 and since it: 
President Vladimir Putin came tc 
power, he has pushed for membership ir 
the world body as a foreign policy tool 
WTO membership would boost Russia's 
economy by increasing trade opportuni- 
ties with international partners. Russia 
already has a major role in the interna- 
tional community with its veto-wielding 
permanent member status on the UN 
Security Council. For the WTO, the Rus- 
sian membership would boost the rel- 
evance of the organization that has be- 
come bogged down in the Doha Round of 
trade talks. 

As an energy superpower and ben- 
efitting from a booming oil and natural 
gas market, Russia has posted a trade 
surplus for the last eight years. WTO 
pegged Russia as the world's 13” largest 
exporter selling about $243.6 bn that ac- 
counts around 2.3% of the world’s trade. 
But while the energy sector pulls in prof- 
its from abroad, the industry remains 
volatile. However, entering the WTO will 
help modernize, diversify and expand an 
economy that was for years regulated by 
a centrally planned system under Com- 
munism. Once a member, Russia will 
need to comply with WTO rules, trade 
pacts and its dispute settlement pro- 
cess. Adopting these global standards 
will streamline the domestic economy, 
making the businesses more attractive 
to foreign investors. The new investment 
is expected to create competition for do- 
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INTERVIEW 


Russia's WTO Accession 





Greater integration with the world economic trading system would weaken the 
grip of the mafia to the benefit of both Russians and others. 


After 13 years of negotiations, Russia's agreement with the US 
lifts one of the last remaining barriers to its entry into the World 
Trade Organization. How do you see this move? 

This is an excellent move bringing the Russians into a 
rule-based world trading system. Since the rules from 
now on will be set not entirely by either the US or the 
Russian Federation, they are less likely to be contami- 
nated by historical enmities between the governments, 
enmities that are not beneficial for the economy of ei- 
ther of the protagonists. 


What could be the opportunities and challenges for Russian 
economy? 

With the demise of Communism, a large section of the 
economy has passed into the hands of either the old 
guard or new robber barons. Commerce has been 
criminalized in an attempt to privatize the economy 
within a nationalist framework that does not sit well 
with successful capitalism. State assets were sold at a 
fraction of their international value to Russian entities, 
thus implicitly imposing a tax on the people of Russia to 
keep ownership in the hands of Russian nationals. The 
oil industry is a case in point. If discrimination against 
foreign ownership is eventually gone due to the WTO 
membership, then that would be a gain to the Russian 
people. Also, grip on the economy of disreputable mafia 
groups running the privatized oligopolies would be 
weakened as these oligopolies are weakened through 
foreign competition. There may be some short-term 
problems of rising unemployment. 


What could be the impact on other nations, especially on the US, 
of Russia's accession to WTO? 

As the US trade with Russia increases, a countervailing 
power will develop in the US companies with trading 


— S P Chakravarty 
Professor of Economics, Bangor Business School, 
University of Wales at Bangor, UK 


interest in Russia to counteract the traditional arma- 
ments industries which have a jaundiced view of Rus- 
sia. The emergence of a more balanced view of Russia in 
the US would contribute to world peace. 


Analysts opine that Russia's WTO bid will still face a number of hurdles 
from Costa Rica, Moldova and Georgia. Please comment on this. 
That may well be true, and these countries will have to 
be persuaded that their interest lies in facilitating rule- 
based trade, themselves with Russia and others with 
Russia, and not blocking trade. 


Will Russia's entry into WTO affect its monopoly status as a big oil 
and gas exporter? How would you see the post-WTO prospects 
for Russian oil and gas exports? 

One of the problems in dealing with Russia is that 
short-term political obsessions are confused with long- 
term interest of the economy. Recent behavior of Rus- 
sian authorities, for example cutting off supplies to pur- 
sue arcane political disputes, does not inspire confi- 
dence in the wisdom of depending on Russian oil and 
gas. If Russia were to be put under firm embrace of a 
rule-based trading system, there would be greater secu- 
rity of supply. 

Russia has lurched from a communist system to a 
mafia-controlled privatized economy, because 
Gorbachev was prematurely ejected from power. If 
Russia is to prosper, and if her neighbors and the rest 
of the world are to feel secure in that knowledge, the 
shackle of the ruling mafia must be weakened so that 
a social democratic system a la Western Europe 
might emerge. One hopes that greater integration 
with the world economic trading system would 
weaken the grip of the mafia to the benefit of both 
Russians and others. 


mestic companies that will need to mod- 
ernize in order to stay in business. As 
part of a rule-based system, Russian 
companies will find it easier to export 
their goods and services in the energy, 
financial and computer-based indus- 
tries. But before entering the WTO, Rus- 
sia must satisfy WTO obligations. The 
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working party negotiations and the bi- 
lateral negotiations suggest that WTO- 
member countries are not satisfied with 
Russia's adjustments in policies and 
regulations. The adjustments include 
reviewing and changing more than 100 
Russian laws and reviewing more than 
1,000 international agreements that 


Russia has signed with various coun- 
tries. However, the overall impact of the 
WTO accession on Russia will depend on 
the terms and conditions of accession 
that Russia and its trading partners in 
the WTO finally agree on. 

It is likely that Russia reduce tariffs 
and other protective measures for im- 
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port-sensitive industries such as auto 

md aircraft, and will have tc open up key 
financial service industries like barking 
and insurance for foreign players. In the 
short-run, such adjustments could lead 
to loss of jobs in those areas and the need 
for the Russian government to provide 
unemployment insurance and other ad- 
justment assistance. In the long-run, the 
mainstream economic theory and the 
record of economies that have gone 
through similar transitions suggest that 
trade liberaiization will lead to a more 
efficient Russian economy and to raising 
tne living standard of the average Rus- 
sian citizen. New industries will prob- 
ebly emerge over a period of time helping 
tc diversify the Russian economy. On the 
ether hand, there are a few who believe 
that Russia's motive to join WTO is 
purely political; its entry will endorse 
Russia’s formal international position 
and end the anomaly from the 14S-mem- 
5er body. As an energy superpower, Rus- 
sia has not much te gain from the WTO 
membership, since it benefits countries 
with a large manufacturing potential. It 
will be gratified to accept a mere revision 
of its trade practices like lowering duties 
on imports of the US meat and manufac- 
tures. 


The hurdles 

The foremost work that remains to com- 
plete the Russia's entry into WTO is ne- 
gotiation on the multilateral memoran- 
dum. A general expectation is that these 
multilateral negotiations cannot be 
settled until the late 2007. This is the 
major hurdle which needs to be settled 
down fast to complete the process. The 
most serious conflict in Russia’s negotia- 
tions with the European Unior. (EU) is 
Russia’s domestic price of natural gas. 
The prices are much lower than the 
Russia's export prices which vary greatly 
with the country of destinatien. How- 
ever, this issue was settled down on con- 
ditions favorable to Russia when EU 
signed its bilateral protocol. Russia has 
complied with that agreement, but in- 
ternational gas prices have risen further. 
Producers of mineral fertilizers around 
the world are now complaining that the 
Russian domestic gas price is too low. 
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Because of a rising shortage of gas in 
Russia, the Russian government itself 
discusses either to double the domestic 
price for industrial users or to partially 
deregulate the domestic price as early as 
2007, whereas the current government 
policy is to let the gas price rise by 15% 
next year. 

Another obstacle is the Russian 
embargos against the two WTO mem- 
bers, Georgia and Moldova, prohibiting 
substantial imports of wine and fruits 
from these two countries, citing sanitary 
problems. Russia blocked all transpor- 
tation to Georgia apart from pipelines, 
all trade and bank transfers. Therefore, 
Georgia and Moldova are not prepared to 
sign any bilateral protocol on market ac- 
cess with Russia. Georgia had signed a 
bilateral protocol but later canceled it. 
The real issue among these three coun- 
tries is the status of the separatist terri- 
tories— Transnistria in Moldova and 
Abkhazia and South Ossetia in Georgia. 
If Russia does not cease its embargos 
against Georgia and Moldova, these 
countries will refuse to conclude bilat- 
eral protocols with Russia. 


Impact on US and other nations 

Russia's accession to the WTO will im- 
prove the business scenario for US ex- 
porters and investors. The US business 
community often cites poor IP rights pro- 
tection, inconsistent and opaque cus- 
toms regulations, inconsistent enforce- 
ment of the regulations and irrational 
Sanitary and Phytosanitary measures 
(SPS) and technical trade barriers as 
among the impediments to trade and in- 
vestment. Accession will bring more sta- 
bility and openness in the business pros- 
pects, as Russia has to follow the WTO 
rules and regulations. Moreover, the vol- 
ume of US imports from Russia has 
been low primarily because of Russia's 
limited export base. Nevertheless, some 
US import-sensitive industries like 
steel may face increased competition 
from Russian producers. Consequently, 
they will put pressure on US negotiators 
to include some special provisions that 
will cushion the adverse impact of a 
large increase in Russian imports upon 
accession. Such a provision was included 


in the conditions for China's accession to 
the WTO. On the other hand, Susan 
Schwab, US Trade Representative after 
signing the agreement with her Russian 
counterpart says "This is a strong and 
far-reaching commercial agreement that 
meets the high standards of President 
Bush's market-opening trade agenda 
and moves Russia closer to full integra- 
tion into the global, rules-based trading 
system." 

Russia's entry into the WTO would 
significantly expand the geographical 
coverage of WTO rules to all major econo- 
mies leading to a larger degree of stabil- 
ity and transparency to the interna- 
tional trading system. In addition, trade 
disputes between Russia and its trading 
partners will be brought to the WTO for 
resolution rather than addressed bilat- 
erally. As an economy still in transition, 
Russia would bring its own perspective 
to WTO negotiations. For example, Rus- 
sia could be expected to challenge the 
positions the US and other countries 
have taken in the WTO on the role of sub- 
sidies in trade and the degree to which 
trade in services should be liberalized. 


Pushing for change 
Russia's accession to WTO is an excel- 
lent move which will bring into a rule- 
based world trading system. It will be an 
important stimulus to the dynamism of 
the EU along with the major trade part- 
ners. Over the past eight years, it has 
enjoyed an oil-fueled economic recovery 
and is the last big market outside the 
aegis ofthe WTO. On the other hand, the 
US was the last big nation with which 
Moscow had still to conclude a bilateral 
entry deal. Many US businesses, who 
are enjoying rapid growth in Russia, 
have lobbied hard for a deal. Putin made 
WTO membership a political priority 
early in his presidency. On the whole, the 
WTO membership would boost the Rus- 
sian economy further in the days to come, 
though analysts say the benefits would 
be less than those experienced by China, 
with Russian exports heavily dominated 
by oil and gas.# 

~ N Janardhan Rao and indu Prasad 
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Hieroglyphics from the Nile 


Creators of abundant good/and of unfailing hospitality/Are common in the world,/but appreciators are rare. 





o get into the spirit of another 

age and to have a genuine emo- 

tional encounter with art from 
another era or culture demands an ex- 
pansiveness of mind and spirit. John 
Dewey rightly insisted, "Art is a univer- 
sal language" and urged people to strive 
to achieve the internal experience of an- 
other culture, which in turn required an 
"immediate encounter". Put together 
the Great Sphinx, the pyramids of Giza, 
the treasures of Tutankhamen and the 
zemple city of Karnak, we have one of the 
most elegant and enduring of the world's 
civilizations — ancient Egypt. 

Ancient Egypt fills us with an inex- 
pressible sadness, perhaps due to the 
melancholic impression produced by its 
art. So remote from us and yet so near—of 
the past and yet alive in myriad forms— 
mysterious, bewitching Egypt continues 
to grip the interest of the modern world. 

The Pharaohs of Egypt—immortal- 
ized by their royal sculptors, with their 
marvelous sense of form and craftsman- 
ship—are no longer tormented by fierce 
ambitions and violent passions, as they 
“stare pleasantly out upon the long green 
snake of Egypt" or better still, gaze into 
eternity. The calm, imperturbable ex- 
pression en the faces of the stiff figures 
outs a dreamlike spell on the art of 
Egypt, which also reveals the secret 
knowledge that there is the peace of eter- 
nal *being" within every aspect of tempo- 
ral life. This gives the majestic sculptures 
of Egypt, a metaphysical resonance. 

The greatest monumental sculpture 
from the ancient world, the Great Sphinx 
at Giza, remains a rendezvous with an 
enigma. This hybrid, mythical beast with 
a lion's body and a human head came to 
represert the superhuman power and 
strength of the Pharaoh in Egyptian art. 
Perhaps. as Paul Brunton suggests, this 
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strange form, embodying the strength of a 
lion, the intellect of a man and the spiri- 
tual serenity of a god, teaches the neces- 
sity of self-control, the necessity to tame 
the animal in man. With its solemn, 
simple, yet majestic antiquity—a re- 
minder of the mysteries that existed in 
the twilight of mankind—it has inspired 
and continues to inspire humanity. 

Ancient Egyptian art is inseparable 
from religion and profoundly imbued with 
the sense of the supernatural. It is spoken 
of as a “funerary art” with the tomb as its 
center. But the "arts of death turn out to 
be the arts of life eternal." The function of 
Egypt's mortuary cult was to reunite by 
magic the corporeal soul (the ba) and the 
incorporeal energetic principle (the ka), 
which had slipped away at death. This 
done, it was supposed that there would be 
no death. The roval tombs, with their 
carved and painted walls, depicting with 
pomp the circumstances of death and pre- 
cautions taken for resurrection, are rich 
sources of Egyptian art. 

The great pyramids express the de- 
sire for constant renewal and for eternal 
life for the king and his subjects. The su- 
perhuman monumentality of the great 
pyramids has not only impressed pos- 
terity but also repeatedly raised the 
question of their function and the way in 
which they were built. As if in the grip of 


a collective madness, hundreds of thou- 
sands of slaves toiled and thousands of 
scribes and artists worked to ensure the 
grandeur and durability of the Pharaohs. 
The myth of the god-king literally moved 
mountains to create the pyramids and 
fill the earth with echoes of its beauty. 
If we compare the antiquities of 
Egypt with those of India, we are con- 
fronted by numerous analogs. The 
Indian mythological figure and ideal of 
the universal king (chakravarthi), before 
whose advance the sun-wheel (chakra) 
rolls (vartati) as a manifestation of di- 
vine authority, who when buried, is to 
have a huge mound (stupa) built over his 
remains, is a perfect counterpart of the 
old Egyptian image and ideal of the Pha- 
raoh. The Egyptian cow-goddess Hathor, 
finds a parallel in the Rig Vedic Goddess 
Aditi; the Egyptian counterpart of Sakti 
is the lion-goddess Sekhmet, whose 
name means the “Powerful One”. We 
may also note the identity in the my- 
thologies of Shiva and the Egyptian God 
Ptah, whose animal is the Apis, bull. The 
cobra, one of the most important sym- 
bols of pharaonic authority, appears 
from the mid-point of the brow of the 
Sphinx, which in Shaivaite symbolism is 
the point of the third eye, known as the 
center of “command” (ajna)—the Ser- 
pent Power of the God. It is such and 
other parallels that lead us to the unity 
of mankind in its spiritual history. 
What Shakespeare wrote about 
Cleopatra, the last Ptolemaic ruler o! 
Egypt, might perhaps be applied to an 
cient Egypt: “Age cannot wither her, noi 
custom stale/Her infinite variety."m 


— Dr. P G Nirmali 
Faculty, Academic Wing 
The Icfai University, Hyderabad 
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how China was transformed under the 
Deng Xiaoping from a poverty-stricken 
major world power. Dr. Raj shows how 
taken by China in the areas of agricult 
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countries, including his native India, to 
answers to their pressing economic p Author: Dr. A Besant C Ral 


Pages: 146 
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tudy of China’s astounding eco- 

nomic rebound continues to be of 

great interest to academia and 
corporates alike. More so, if the study is 
one that compares India and China. 
Both China and India had, half-a-cen- 
tury ago, begun their new journey 
sloughing off the colonial past. While 
both nations were very poor at that 
point of time, India had relative advan- 
tages to begin with. 

In the course of over 50 years, while 
both countries progressed in good mea- 
sure, China is way ahead having made 
significant strides in almost all eco- 
nomic measures. More importantly, 
China’s approach stands vindicated on 
the final test—that of elimination of 


poverty. Despite a good deal of economic 
revival post reform, India is nowhere 
close to eliminating poverty. Percentage 
of the population in poverty measured in 
terms of those earning less than PPP $1 
per day, stood at just 6% in the case of 
China, while for India it was at 36% as of 
2004-05. 

The book, aptly titled Unravelling 
the China Miracle—A Comparative Study 
with India (1950-2005), reveals various 
factors that led China to where it is now, 
in comparison with India. Popular be- 
liefs such as the critical role of FDI, cost 
advantage of Chinese firms, etc. abound 
among people as to the causes of China’s 
stupendous economic performance. The 
author systematically dispels many of 





these popular beliefs, with the help of a 
wealth of relevant data juxtaposed with 
the arguments. A bagful of such sur- 
prises await the reader as the reading 
progresses from one chapter to another. 

The book is organized into seven 
chapters. Chapter I introduces and sets 
the background in perspective; Chapter 
II, III and IV focus on study of agricul- 
ture, industry and commercial services 
sectors respectively; Chapter V presents 
perspectives on the reforms carried out 
by Deng Xiaoping; and Chapter VI dis- 
cusses the environment for economic de- 
velopment that exists in these two coun- 
tries. In Chapter VII the author pre- 
sents a framework for effective manage- 
ment of economic development of devel- 
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oping economies in the light of the study 
of China and India undertaken by the 
author. 

Huge FDI inflows are perceived to be 
the cause of China’s export-led manufac- 
turing boom. How- 
ever, the author 
notes that FDI flows 
as a percentage of 
China’s GDP from 
1970 to 2003 never 
exceeded 5%. For the 
same period, FDL 
GDP percentage for 
India never exceeded 
1%. China’s high do- 
mestic savings at 
42% measure up to 
$592 bn on its GDP 
of $1,410 bn in 2003. 

Cost structure 
analysis of three biz 
representative com- 
panies in industrial, 
technological and ser- 
vice sectors, one each 
from China and In- 
dia, reveal no signifi- 
cant cost advantage 
that Chinese firms 
enjoy over that of In- 
dian companies. 

Agriculture re- 
ceived high priority 
in the reforms that 
China carried out, 
with emphasis on 
putting tne peasant 
population in com- 
mand, driving the re- 
forms bottom-up 
rather than tep- 
down. The growth in 
agricultural output 
of China across 
many commodities 
has outpaced that of 
India many times, 
with a notable exception of sugar and 
milk, despite China having lesser arable 
land. Higher output with lower arable 
land, the author notes, has helped China 
release land for industrial development, 
housing and creation of world-class in- 
frastructure. Unlike in India, agricul- 
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tural income was taxed, despite the fact 
that Chinese peasants were poor and ag- 
riculture was labor-intensive. The strat- 
egy of breaking “collectives” into “house- 
hold farming” contributed a great deal to 
the leapfrogging of 
China’s agriculture 
sector. Compared to 
this, despite the 
green revolution, 
India’s agricultural 
scenario is nowhere 
close to the growth 
levels and interna- 
tional market share 
that China has been 
able to achieve. 

In the early 
1950s, China’s in- 
dustry was poorly de- 
veloped; most busi- 
nesses in the indus- 
trial sector were 
managed by foreign- 
ers and were subse- 
quently national- 
ized. Under the Rus- 
sian influence, heavy 
industry controlled 
by the State domi- 
nated the industrial 
scene until 1958. The 
period of Cultural 
Revolution that be- 
gan in 1966 too did 
not improve the per- 
formance of the in- 
dustry. When Deng 
Xiaoping assumed 
power, he put the em- 
phasis on village and 
township industries 
under the farmers. 
The farmers grew 
economically stron- 
ger on the power of 
both the changes in 
agricultural policy as 
well as the opportunity to own small in- 
dustry. This paved the way for the onset 
of heavy industry. At this juncture, Spe- 
cial Economic Zones (SEZs) were set up 
attracting huge amounts of foreign capi- 
tal and access to technology. All round 
creation of jobs aided in increasing the 


purchasing power of the people. Al 
though it is a communist party-governe 
country, its industrial policy maintaine: 
lower wages all through to keep the in 
dustry globally competitive. 

The result is that the contribution o 
the industrial sector to China’s GD] 
stood at over 50%. In internationa 
trade, China’s exports at $437 bn, repre 
sented 6% share, whilst India’s at $5: 
bn, stood at a mere 0.8% as of 2003. 

In contrast to this, India’s industria 
policy led to the build-up of heavy re 
tape, resulting in a weak industrial sec 
tor, which, despite the heavy dose of in 
vestments, performed poorly and led th: 
country to the brink of economic disaste 
by 1991. Against this backdrop, Indi: 
initiated economic reforms that revive 
the fortunes of the Indian industry. 

In the area of services too, Chin: 
maintains its lead over India's services 
India's service sector contribution wa: 
valued at $308 bn, while that of Chin: 
stood at $466 bn according to World De 
velopment Indicators Report 2004. In 
dia, which is popularly perceived to out 
perform China in the software segment 
produced software output worth $10.2: 
bn, whereas the output of China's soft 
ware stood at $9.63 bn in 2001. However 
while a majority of the Indian software 
output was exported, the output of Chine 
was mainly utilized within the country. 

The book also details the remarkable 
strides taken by China in the areas of tour- 
ism, infrastructure, etc. India, despite the 
existence of several advantages such a: 
cultural diversity and heritage sites has 
not made much headway in tourism 
China's transportation sector comprising 
roadways and waterways has seen devel. 
opment by leaps and bounds, whereas 
India’s infrastructure is now considered tc 
be the choking point of its further growth. 

Drawing on a wealth of data and ref: 
erences, the book presents interesting 
perspectives on economic development 
and also several insights that are point- 
ers to further research.m 


— Rajeshwer Chigullapalli 
Chief Editor, SPG Media, 
He can be reached at rajeshwerch@spgmedia.cor 
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Infrastructure Development 


FM's Call for Forex Reserves 


pom back, we have had a nationwide debate on 
whether or not to use the surging foreign exchange re- 
serves that are lying idle for infrastructure development in the 
country. One section of the economists led by the Planning 
Commissior, believing that the current level of foreign ex- 
change reserves is pretty good to meet the import requirements 
and all other external payment obligations of the country for 
more than normally accepted periods. and as maintenance of 
reserves of such magnitude is costing the country dearly, 
opined that usage of foreign exchange reserves to augment in- 
frastructure development in the country is a viable alternative. 

As usual, there is another schocl of economists who ar- 
gued that using Forex reserves for infrastructure develop- 
ment is not a prudent act, for usage of short-term funds for 
long-term purposes that too, for investments which do not 
crdinarily generate foreign exchange earnings, can create li- 
quidity crisis should FIIs withdraw their 
investments from the capital market. In 
support of their arzument, they even cited 
the 1997 East Asian crisis. 

They have another argument, which is 
very fundamental im nature and thus merits 
everyone's attention: the current level of poor 
private investment in infrastructure project 
is not due to lack cf funds but more because 
of lack of clarity in our policy initiatives. How 
else, they questioned, can we explain the 
high inflows of private capital into sectors 
like teleccm while little or nothing has flown into roads, power 
transmission, etc. And they did have a point to make. 

Probably, infrastructure sectors such as roads, power gen- 
eration and transmission, etc., are not making business sense 
to private investors, either due to frequent shifts in our policy 
stances or the embedded social obligations of those projects. 
where non-enforceability of toll collection on all, free supply of 
power to certain sections, etc., is in vogue. In other words, what 
is being argued is that it is not lack of funds, but the conducive 
*atmospherics" that is holding back private investments to 
flow into infrastructure. 

They have another question: What is the big difference be- 
tween committing fresh investment for infrastructure develop- 
ment through deficit finaneing and using forex reserves, for 
both are known to result in increased money circulation in the 
system and any increase in money supply will eventually re- 
sult in increased prices. Hence. they strongly refuted the idea of 
using Forex reserves for infrastructure development, and thus 
the idea was shelved. 

Now, suddenly, the Finance Ministry has again raised the 
idea of using Forex reserves that today stand at $160 bn for 
infrastructure development. This sounds pretty encouraging, 
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for the 8% growth rate that we have achieved during the last 
three years is making heavy demand for augmenting infra- 
structure in the country. 

We must, for once, come out of the text-book mould and give a 
trail to what David Hume once said: “In every kingdom into which 
money begins to flow in greater abundance than formerly, every 
thing takes a new face: Labor and industry gain life; the merchant 
becomes more enterprising; the manufacturer more diligent and 
skillful, and even the farmer follows his plough with greater alac- 
rity and attention. This is not easily to be accounted for." He is of 
the firm conviction that money supply stimulates industrial as 
well as labor activity as money integrates less monetized and less 
developed areas with more developed regions of the economy. He 
therefore advocated a policy of “keeping alive a spirit of industry 
and increasing stock of labor in which consists all real power and 
riches". Hence, he concludes: “Although the absolute quantity of 
money is a matter of great indifference, there 
are only two circumstances of any importance: 
Namely, the gradual increase (of money sup- 
ply), and its thorough concoction and circula- 
tion through the state.” 

Today, we are endowed with more re- 
serves, better skilled labor, and a more ro- 
bust economy, and an all pervading “can-do” 
confidence in the country to consciously prac- 
tice expansionary fiscal policies for sustain- 
ing the growth rate that we have achieved in 
the recent past, if not to give it a further 
boost. And today, all the economists are in agreement that 
infrastructure in the country must be augmented. 

So long as the deficit is not for hiking government employees’ 
salaries, it cannot become that bad—even if such investing in 
infrastructure leads to temporary price rise it should be endured 
for “tomorrows” will be brighter. Such a bold initiative is bound 
to result in economic transformation of the society. Even other- 
wise, there is a substantial difference in augmenting infrastruc- 
ture through direct government borrowings and borrowings 
against foreign exchange reserves through a special purpose ve- 
hicle: The former by virtue of becoming a part of budget results in 
monetization while the latter becomes a contingent liability. 

All things considered particularly, the encouraging phe- 
nomenon of falling fiscal deficit at the center and the 8% eco- 
nomic growth rate that we have been witnessing for the last 
couple of years that, too, due to structural factors rather than 
cyclical elements, it is time we take out-of-box decisions. We 
can no way sit quiet and watch for things to fall in place. So, let 
us act, and act quickly, for the idea is already a year-old. 

-grk 


Reference # 01M-2007-02-26-10 


Chartered Financial Analyst 


CALL 1-800-22-7000 
SMS BSLI TO 6767 
www. birlasunlife.com 





RAR E Ne, 


Lina usu wat Í sl . |! 


GUARANTEED RETURNS. Æ 


In a world of uncertainties, there's one thing you con be sure of. Minimum 3% guaranteed (net of policy Birla Sun Life 
charges) returns with our unit-linked flexi plans. So whatever the market conditions are, you'll get back - | 





your hard-earned money for sure. Add to this, any extra returns that the fund will earn. Besides, you also Insurance 

get tox benefits under section 80C and 10(10D). So, invest today and be o guaranteed winner in life. YOUR DREAMS. OUR COMMITMENT. 

Th $ policy 15 undenwriften Dy Birla Sun Life Insurance Co. Ltd This is o non parmepanng unit linked olan The investment rsk in the nvestment portti olio i$ borne by the policyholde t The premium paid in Un a tapis e polices ore subed tí 

imvesiment SKS as associated with capital markets ond the NAVs of the units may go up or down based on the performance of the fund wende nfluencana the « capital ma thet and the insi Re responsible for his ET n Bio Life Insurance 
only the name of the insurance Company an d Flexi Plans is only the name of the unit linked life msurance contract and does not in any woy indicate the quality of the contract, its futur J woven returns. For further dete giis on charges and risk facto 

ple base rarer to Te det ile c product Drochute "(Conoci your fax consultant or actuai fox caiculamons insurance i$ The subject matter of the solicitation. Birla Sut life In Surant eCo. Ltd , oth flo Qut Vaman £ Center Mokhwona Road Morol. Andik 


tQ ng —- > " 
Mumbai - 59 Reg : VGC 1530/85L,/06 ADY 


L D ° Gel products j 








lE very gift makes a lasting impression., 


Ensure yours makes the right one. 


on 


corporate ADD Corporation Ltd., Business Park, 6th floor, Chincholi Naka, S. V. Road, Malad (W], Mumbai - 400064. 
orders Tel.: 2876 7171, 6570 7171 Fox: 2876 7575/ 7878 Email csalesQ addpens com, www addpens.com 





CHARTERED FINANCIAL ANALYST 


March 2007 


A 
N 
S 


9 "770972"508002 


^ S 
^ . B 
~ 
" ^ à d ai. 
“4 » 
£ nm. 
m : | 
- n^, * 5 
EO E - 7 
, 
" 
ui " 
03» A r = 1 
J 
UIDES. 7 f 
^ -= 
uy P H 
! A bu E 
z f 
ik ` 
, 
4 B 
[T Lis f 
She ; 
4 | ‘ £ 
t i 
| 
s 
i . ` . 
-* B 
M | 
Ww 
< 
we T" 
Y 





«a 


Your potential. Our passion. " 


Microsoft 





“Higher profit - 
Healthier balance sheet” DYNAMIC. 


There are infinite dynamics in business. Master them all. 
With Microsoft Dynamics!" 






Presenting Microsoft Dynamics: a line of people-ready business management 
solutions for financial management, CRM and supply chain management. It's easy 
to learn and easy to use. Because it looks and feels like the Microsoft” software 
your people use every day. 

To know more SMS DYNAMICS to 8243 or call 1800-111-100 (MTNL/BSNL) 
1800-102-1100 (Airtel) and 080-40103000. Visit microsoft.com/india/dynamics 







^ uh 


2007 Microsoft Corporate. All rights reservec, Microscft, Microsoft Dynamics, the Microsoft Dynamics logo. 
anc Your potential, Our passion." are either registered trademarks qr \facipmarks Of Microsalt Corporation in 
the United States and/or other countries f 


i i McCann AES 


TO «now about the torthcoming activities around Mi rosoft Dynam cs and to get in touch with a Microsoft specialist just TH in Your details 
below and mail this tO us. 


Name: Designation: Email: 
Organisation: Address: 


Direct Line #: l Mobile #: Fax #: 


nt 


ANALYST 


Vol GH, Issue - 3 March 2007 





Editor 
E N Murthy 


Editor 
GRK Murty 


Associate Editor 
S V Srirama Rao 


Deputy Editors 
N Janardhan Rao 
Amit Singh Sisodiya 


Analysts 
Y Bala Bharathi 
Indu Prasad 
Kavitha Putta 
Madhuparna Chakraborty 
Sanjoy De 
Sanghamitra Dhara 


Editorial Team 
Hepsibha Nehu P 
P Surendra Prasad 
Sneha Susan Thomas 
Ashima Bhattacharjee 
M Gayathri 


General Manager (Production) 
H Sitaram 


Chief Visualizer 
Bangaru Babu A 


Visualizers 
S Ganesh 
PRV Prasad 


Illustrator 
Anjaneyulu B 


Graphic Designer 


K Jayaram 


ISSN 0972-5083 


m © All rights reserved. No part of this publication may be 
reproduced or copied in any form by any means without prior 
written permission. 


LI The views expressed in this publication are purely personal 
judgements of the authors and do not reflect the views of The 
Icfai University Press. 


m The views expressed by outside contributors represent their 
personal views and not necessarily the views of the 
organizations they represent. 


m All efforts are made to ensure that the published information 
is Correct. The Icfai University Press is not responsible for 
any errors caused due to oversight or otherwise. 


Printed, published and edited by E N Murthy on behalf of The 
Institute of Chartered Financial Analysts of India, # 52, Nagarjuna 
Hills, Panjagutta, Hyderabad-500 082, Andhra Pradesh. Printed at 
M/s ICIT Software Center Pvt. Ltd., # 1, Technocrat Industrial 
Estate, Balanagar 'X' Roads, Hyderabad - 500037, Andhra Pradesh 
and published from The Institute of Chartered Financial Analysts 
of India, # 52, Nagarjuna Hills, Panjagutta, Hyderabad-500 082. 
Andhra Pradesh. 


Tatas did it! 
Which means, India did it! 


As Ratan Tata aptly described, acquisition of Corus— the Anglo-Dutch 
Steel maker—is indeed *a moment of great fulfillment"—a moment of 
aahalad —joy not only for Tatas, a company of Raj period, but also for Indians. 

Tatas have for sure outsmarted the CSN —at least for the day—by paying 
£6.2 bn for Corus Group Plc that sounds expensive at nine times EBDITA, 
which in rupee terms equals a whopping Rs. 54,000 cr— almost equal to the 
annual budget of a medium-sized state in India. 

And Tatas have, thus, made a sort of corporate history: the biggest Indian 
takeover of a foreign company. Or, reversed the history by having the last 
laugh at what Sir Frederick Upcott reported to have said: “Do you mean to say 
that Tatas propose to make steel rails to British specifications? Why, I will 
undertake to eat every pound of steel rail they succeed in making.” 

The current acquisition catapulted Tatas into the list of global leaders in 
steel making, that too, when the industry is all set for more profits and less 
volatility owing to the kind of consolidation that it is currently undergoing. Non- 
acquisition of it would have proved catastrophic for more than one reason. Es- 
tablishment of a greenfield project of 19 million tons of steel making capacity in 
India, that too, of Corus quality, would have cost the Tatas a fortune. Secondly, 
looking at the kind of resistance they witnessed in executing a project of similar 
nature, if not of that size and magnitude, from the locals in Orissa and in the 
context of what they are currently facing with regard to their car project in West 
Bengal, it is mind-boggling to imagine the risk of time and cost overruns such a 
project would have been exposed to. Thirdly, in the present scenario of consoli- 
dation that the global steel industry is witnessing, non-building up of such 
capacities in the immediate future would have made Tata Steel highly vulner- 
able for acquisition by international giants. 

As claimed by Ratan Tata, the current acquisition makes a great sense in 
terms of synergy: it gave Tatas access to European markets besides the R&D 
benefits of Corus, while Corus enjoys the availability of cheap iron ore from the 
Tata-owned mines in India. Perhaps, it is looking at these positives which 
make the Tatas claim that the price paid for Corus is worth it, while the market, 
of course, has a different opinion. Immediately after the announcement of the 
acquisition, shareholders gave a drubbing to the shares of Tata Steel. 

Of course, there is always a flip side to acquisitions: historically, a major- 
ity of the mergers proved to be failures making valuations and synergies a 
mere myth. But Tatas certainly have something different to tell about their 
mergers. They have succeeded in realizing what they anticipated from acquir- 
ing Tetley, Nat West, etc. One only hopes that their past experiences make 
their current acquisition too a success, though it is an altogether different 
challenge. 

Having said that, let us now turn our attention to what good, if any, the 
current acquisition did for the country and its businesses as a whole. By 
exhibiting the spirit of determination to not only think big but also match it 
with a display of the required degree of courage—sahas but not dussahas — 
Tatas did embolden other Indian businesses to think "big". 

It is, however, hoped that this newfound *economic patriotism" would not 
lead to a kind of hubris among the Indian businesses, for it can make the bite 
sour and painful to digest. 


GRK Murty 
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Our ambition is that the Indian economy should grow annually at about 8-10% 
during the next decade. That would give India a much higher profile in world trade, 
world capital flows and in world cooperaticn in the field of technology. But India 
will stay a very poor country by international standards. 
-Manmohan Singh 
Prime Minisier, India. 


Home loan rates will go up as banks will now charge us higher rates. But we feel 
that housing prices are high because of supply side constraints. An increase in 
rates would not deter genuine home buyers, but investors would keep away. 
— Deepak Parikh 
Chairman, HDFC. 


What is worrisome is [that the rise in] prices of pulses, milk and vegetables is not 

seasonal alone. This is more than seasonal, what is causing the present distur- 
bance in the price situation. It is affecting the common citizen. 

—P Chidambaram 

Finance Minister, India. 


We have got this at a very reasonable price and we're thrilled ... We are feeling very 
good in terms of talking to shareholders and the returns we will provide them. 

~Arun Sarin 

Chief Executive of Vodafone 

on winning the Hutch Essar deal. 


The oil issue, which is still there, still is a big risk and certainly disorderly unwind- 
ing of global imbalances. 

— Jean-Claude Trichet 

European Central Bank President, 

said in Davos in World Economic Ferum meet. 


It is a two-way street now. Not only India is seeking foreign investment but Indian 
companies are emerging investors in other countries. 

— Kamal Nath 

India’s commerce and industry minister, 

commenting on the victory of Tata over Corus. 


We are telling banks that if they require money, we may or may not give it. If we 

do, then it will be at a higher cost which they will have to factor in when they price 

their money. For the common man. it means that we are trying to make money a 
little more expensive. 

— Y V Reddy 

Governor, as the Central Bank 

has increased its Repo Rate 

(the rate at which it lends to banks against 

government bonds) to 7.50% from 7.25%. 
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Microfranchising 


A New Kid on the Block 





Microfranchising is emerging as one of the most compelling solutions for 
fighting poverty. 


icrofinance has become a sig- 

nificant and proven poverty 

alleviation tool by providing 
the necessary capital to the poor for 
starting their own businesses. However, 
although there are some successful 
cases, critics of microfinance argue that 
many of the poor still don't have what it 
takes to be an entrepreneur, to start a 
business from scratch and then continue 
to expand it. “Many of the poor who 
take microfinance loans are starting 
copycats micro-business with low profit 
margins and therefore questionable 
sustainability." Moreover, the high in- 
terest rates and forced loan recovery 
practices of Microfinance Institutions 
(MFIs) have been held responsible for 
the suicides of several farmers in 
Andhra Pradesh. Though microfinance 
has got its own limitations yet not all 
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people are entrepreneurial and they lack 
the necessary training and skills to start 
and manage a successful business. 
Against this backdrop, microfranchises 
are emerging as a solution to global pov- 
erty. Microfranchising adds value as a 
“turnkey” business because it can rely on 
the franchisor, who provides high quality 
initial and ongoing training, thereby re- 
ducing the risk of failure. 


Economic self-reliance 

In the developing world, around three 
billion people are suffering from unem- 
ployment and living on less than two dol- 
lars a day. Micro enterprises are showing 
the way in order to move up the economic 
ladder for all these marginalized 
masses. In short, microfranchising re- 
fers to a network of small, locally-owned 
successful businesses, designed for rep- 


lication, providing essential goods and 
services in addition to job opportunities 
for the low-income communities. The 
core objective of microfranchising is to 
promote economic development by de- 
veloping sound business models. These 
models can be replicated by entrepre- 
neurs at the bottom of the pyramid, eas- 
ily, as the costs are at an affordable 
level. Microfranchising can be easily rep- 
licated by the formal franchises proven 
marketing and operational concepts. 

The franchise network captures new 
market trends, and innovations devel- 
oped by one franchisee can be easily rep- 
licated by others. It also enjoys econo- 
mies of scale in purchases. The pur- 
chaser of the franchise has to undergo 
some training, pay the start-up fee and 
set up a store as per the manual. The 
franchisor provides high quality initial 
and ongoing training; hence, the franchi- 
see gets instant brand recognition. Fur- 
ther, as the products are supplied from 
the franchise owner, there is lesser risk 
involved. The MFIs provide working 
capital for franchising companies, as 
these businesses are less risky as com- 
pared to individual businesses. 


The global scene 

The microfranchise network umbrella 
ensures success to entrepreneurs. In 
the US, 80% of the independent busi- 
nesses fail after five years, while 80% of 
the franchises are still going strong af- 
ter the same period. This is likely to be 
even stronger in developing countries. 
According to a 2004 study provided by 
STAT-USA, “The franchise sector in 
Australia is both large and mature. 
There are 700 franchise systems and 
close to 50,000 franchised outlets in 
Australia employing over 4,78,000 
people. The country has more franchis- 
ing outlets per capita in the world and 
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Microfranchisi 


three times more per capita than in the 
US." 

CEMEX-VISION, the world's third 
largest cement producer came up with a 
business model which is quite encourag- 
ing. In this model, members from low in- 
come communities in Mexico joined the 
Tanda clubs, which gave them the right 
to form building materials groups. Un- 
der the "Patrimony Today" offer, the 
CEMEX-VISION team provided both 
building materials and technical advice 
to the group members, enabling them to 
build one's house. The business model 
became a great success, leading more 
Mexicans to form into groups called 
"Tandas", thereby consuming 2596 more 
cement per cubic meter by expanding 
their existing houses. 

The US-based optical firm Scojo 
Vision's experience is another example 
of how microfranchises are helping the 
poor. It is a fact that everyone eventually 
needs reading glasses and they are 
readily available at pharmacies which 
can solve the problem. But the rural poor 
couldn't afford them. Scojo Vision has 
emerged on the global scene providing 
"business in a box". Using micro-fran- 
chising, it offered spectacles at a price of 
$3 per pair to the poor in developing 
countries. The company has a brisk sale 
of 50,000 pairs of spectacles so far, and is 
targeting to sell one million by 2010. To 
meet this goal, the company has devel- 
oped an innovative model to train poor 
people in screening vision, selling 
glasses and other eye care products. For 
this, Scojo needs to work with many 
MFIs, healthcare organizations and dis- 
tributors, with established networks. In 
Bangladesh, Scojo entered into a venture 
with BRAC, a community-lending orga- 
nization in Bangladesh. In India, it 
joined with Drishtee, with Internet 
kiosks in many villages and is now sell- 
ing reading glasses, as is BRAC in 
Bangladesh. Marketing giants like 
Unilever and ITC, who run rural Internet 
kiosks through e-choupal and i-shakti, 
are also partners of Scojo. 


Bangladesh leading the way 
Technology has revolutionized commu- 
nication, and has reduced the world to a 
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global village. However, rural 
Bangladesh in 1993 had a very clumsy 
communication system. Landline con- 
nections were quite expensive and in- 
definitely delayed. Though mobile 
phones were in boom, none of the major 
companies were willing to launch their 
networks in Bangladesh. Seizing this 
opportunity, Iqbal Quadir, an invest- 
ment banker, introduced the 
“GrameenPhone” company in partner- 
ship with Telenor of Norway which held 
62% stake. The Grameen Bank pro- 
vided microloans to poor women at rea- 
sonable rates to market the mobile 
phones and GrameenPhone provided 
the required training in order to equip 
their franchisees. They were asked to 
repay their loans in weekly install- 
ments. Today, GrameenPhone is the 





leading cellular service provider in 
Bangladesh telecommunications and 
has 10 million subscribers as of Novem- 
ber, 2006. Among the subscribers, 
nearly 3,00,000 were “telephone-la- 
dies”, who contributed 19% of the 
company’s revenue. GrameenPhone is 
replicating the experience in Uganda 
and Rwanda. 


India’s experience 

Coming to the Indian scenario, the con- 
cept of microfranchising is not new. ITC 
was one of the first companies to use 
this concept to help farmers by prevent- 
ing them from being exploited. Al- 
though agriculture has been the back- 
bone of the Indian economy, it contrib- 
utes 23% tothe country’s GDP and pro- 
vides 66% employment opportunities. 
Yet Indian farmers have remained 
rather poor. Traders exploit both farm- 
ers and buyers, as the farmers don’t 
have any idea about the market price 
trends. To eliminate corruption in agri- 
cultural trading at rural markets, ITC 


The key challenge for microfranchising is the start-up 
costs, which are high due to intensive capacity building, 
promotion, training and technical assistance in estab- 
lishing, strengthening and replicating the business. 


initiated “e-Choupal”. Through these 
Internet kiosks, the farmers can ex- 
change information by checking market 
prices and selling their produce directly 
to ITC. Also, ITC, through its program 
“Sanchalak”, provides initial invest- 
ment and the necessary training to the 
local farmer, thereby resulting in recip- 
rocal benefits. HLL’s i-Shakti initia- 
tive, just like e-Choupal, aims at creat- 
ing an IT-based rural information ser- 
vice. In less than six months since Sep- 
tember 2005, when i-Shakti was 
launched, the network has grown to 
about 970 kiosks in 21 districts in 
Andhra Pradesh, with a registered cus- 
tomer base of 1.5 lakh users. 

India's most popular crispy bread 
"Lijat Papad" started with a shoe- 
string loan of Rs. 80. Today, it is one of 





the largest franchises owned by 40,000 
low-income groups in India, with its an- 
nual sales exceeding Rs. 3.1 bn. Hewlett- 
Packard (HP), under its micro-franchis- 
ing scheme, is not only promoting entre- 
preneurship among rural women in 
Andhra Pradesh (India), but also shap- 
ing them into *camera women". It 
trains women to use digital cameras to 
cover weddings in rural areas and to 
print photographs, thereby promoting 
HP color printers, and benefitting 
mutually. 


The challenges 

The key challenge for microfranchising is 
the start-up costs, which are high due to 
intensive capacity building, promotion, 
training and technical assistance in es- 
tablishing, strengthening and replicat- 
ing the business. There is need for a sub- 
sidy to cover the initial costs, as 
microfranchises can't reach break-even 
in the short run. However, it is quite dif- 
ficult to replicate business in India un- 
like Bangladesh, going by its diversified 
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Business Environment 








Global Franchise Business Model (variations on franchising) 





Business Relationship Examples Characteristics 
1. Product Automobile Dealerships Relative Autonomy 
Franchise Professional Sports Teams Capital-intensive 
Bottling Plants 
2. BusinessFormat Restaurants, Lodging CFW Shops Strict Operating System 
Franchise Pharmacies (Kenya) Fees, Royalties 
Cellular City Storefronts (Philippines) 
3.  InformalBusiness Paleterias La Michoacana Loose Affiliation 
Format (Mexico Multinational) 
4. Buyer's Coop Associated Food Stores Member-owned Logistics 
(Utah Regional) 
5. Producers Coop Moroni Feed (Utah) Member-owned Sales 
Lijjat (India) 
6. Owner/Operator Truckers Logistics 
Collective Drivers (Latin America) Driver Owns Vehicle(s) 
7. Delivery Route Dairy Roundsmen (England) Fixed Periodic Circuit 
Snack Foods Delivery Food & Perishables 
D'onofrio Ice Cream Carts (Peru) 
8. Manufacturers ^ Specialized Equipment Local Sales Consultant 
Rep Specialized Materials Protected Territories 
Unilever Shakti Amma (India) 
9. Joumeyman Mechanics Tradesman Owns Tools 
Electricians, Plumbers Independent Contractor 
10. Piecework Jobber Apparel Manufacturing Cottage Industries, Semi- 
Worldstock.com (Utah Multinational) Finished or Finished Goods 
11. Independent Hair Stylists Rents Chair or Space 
Operator Retail Market Stalls 
12. Local Agent Insurance Agents Commissioned Sales 
Real Estate Agents 
13. Local Distributor Avon Ladies Open Territories 
Paper Boys Informal Sales 
14. LocalPurveyor ^ Grameen Phone Ladies (Bangladesh) Scarce Village Resource 
15. Local Promoter ^ Cemex Patrimonio Hoy (Mexico) Commissioned Agent 
Organizes Self Help Groups 


Source: Micre-Franchises as a Solution to Global Poverty by Kirk Magleby 


cultures. Even though there is high busi- 
ness potential in the market, provision 
for conventional banking services is not 
feasible due to pocr credit quality. espe- 
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cially in rural areas. Microfranchise 
products are facing challenges against 
established players in terms of quality, 
price and distribution network. In spite 


of these challenges, many successful 
microfranchises are fetching financial 
assistance from MFIs as they both are 
complementary services. Banks like 
ICICI are also financing these fran- 
chises at low interest rates. 

There should be integrity between in- 
dividual and organization, planning and 
governance, and government and society. 
Lack of proper infrastructure, communi- 
cation, human resources and leadership 
at the local level also pose challenges to 


the franchise networks in India. 
Outlook 
The successful adoption of 


microfranchising calls for aggressive 
downsizing of franchising models of es- 
tablished corporations, both national 
and international, so that the poor 
people are motivated to make a ven- 
ture. Taking a cue from HP, which is 
promoting its color printers among ru- 
ral women entrepreneurs, Sony and 
Panasonic are also training rural 
women to use video cameras to produce 
films, and then burn them onto a CD. In 
the era of technological advancements, 
the mobile phone is rapidly evolving 
into a minicomputer. On the other hand, 
the cellular service providers like Reli- 
ance, Essar, Idea, and Airtel, and hand- 
set producers like Nokia, Samsung, and 
Ericsson, are benefitting enormously by 
introducing macrofranchises across the 
country. 

Microfranchising needs to be inte- 
grated with existing services, to provide 
more opportunities in developing na- 
tions. As more and more multination- 
als are entering India, the new breed of 
businessmen and women, should ven- 
ture into microfranchising. Telenor, 
ITC, HLL, HP, and CEMEX are all such 
examples. The success of microfran- 
chising could help in curtailing the num- 
ber of hunger deaths and farmer sui- 
cides in our country. At this juncture, 
the need of the hour is replication and 
provision of sound business opportuni- 
ties to the poor through the 
microfranchise route.m 

- N Janardhan Rao and Suma 
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FMCG Industry 


Health Plank 





With growing health consciousness among consumers, FMCG companies 
are readying to capitalize on the trend. 





riya Sen, a homemaker in 

Mumbai, India's financial capi- 

tal, is very particular about the 
quality of food her family takes. Being a 
trained nutritionist also helps her in 
choosing the right food for her family. 
Whenever she visits neighborhood gro- 
cery or food stores, she looks for lite cook- 
ing oil, low fat items, low sugar products 
and organic food and avoids products with 
artificial flavors. She believes that people 
have to be conscious about the food they 
eat. More and more consumers like her, 
from metros to the semi-urban areas, are 
now increasingly becoming health- and 
calorie-conscious individuals. 

Sensing this shift in consumer prefer- 
ence, FMCG companies are now jumping 
on the health bandwagon. These compa- 
nies are asking their R&D to come up 
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with innovative products, based on the 
Health and Wellness (H&W) platform. 
Low-fat butter from Nutralite, Atta 
Noodles from Maggi, wholesome variant 
soups from Kellogg’s are some of the few 
examples that show the trend is spread- 
ing across the board. In the H&W market, 
it is the food companies who are giving 
maximum emphasis to the new trend. 
Companies such as HLL, Nestlé, Amul, 
Dabur, ITC foods, PepsiCo and many 
more are sprucing up their product portfo- 
lio with health and wellness flavors. And 
going by projections, in all likelihood the 
trend is only to gather further momen- 
tum. For instance, the research firm 
Euromonitor estimated a turnover of over 
$2.5 bn (Rs. 111.5 bn) in 2006, for the 
H&W packaged food business in India— 
an expansion of over 40% since 2002. 


However, Indias H&W market is 
still at a nascent stage compared to 
other developed countries and a large 
segment of market is yet to be ex- 
ploited. Yvonne Kok, Research Manager 
at Euromonitor International, avers, 
"Indias H&W market is significantly 
less developed when compared to the 
rest of the Asia-Pacific region. Despite 
its huge population base, H&W con- 
sumption of packaged food in India con- 
tributes a mere 8% of Asia-Pacific 
H&W value sales in 2006—an indica- 
tor of strong potential in increased pen- 
etration moving forward." 


Calorie-wise 
Interestingly, the H&W trend is not a 
whole new notion for the India market: 
Indians, by tradition, have ever cher- 
ished the idea —health is wealth. Even 
for many years and perhaps decades, 
some well-known health drinks such as 
Horlicks, Boost, Viva and Maltova of 
GlaxoSmithKline Consumer Health- 
care (GSKCH) have been ruling the 
market and have been creating a wide 
follow-up across generations. Other 
brands like Cadbury, Nestlé and Amul 
also are a few who have been focusing on 
health/energizing drinks since decades. 
The only difference is that these prod- 
ucts were earlier positioned for general 
health and energy rather than focusing 
on definite benefits. However, now the 
companies are trying to change that 
perception and are putting efforts to 
create a vibrant H&W sector in India. 
Dabur, one of India's largest FMCG 
companies, has been aggressively mov- 
ing in that direction for some time now. 
The company plans to put efforts to in- 
crease its portfolio of healthy products 
and possibly also enter the retailing 
segment to cater to the urban market. 
Since there is no standard format to be 
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INTERVIEW 





Lifestyles, education and health/beauty consciousness along with rising incidence of 
obesity and diabetes, will play a major role in the demand for H&W products. 


How do you see the FMCG companies invading into 
Heaith and Wellness (H&W) products? 

This (H&W platform? is the new industry 
standard tha: all packaged food and bever- 
age companies globally are moving towards. 
W:thin India. momentum picked up consid- 
erably since 2002 anc there have been sev- 
eral new entries into this H&W platform of 
late, including multinational labels such as 
Japan's Yakult and UK's Waitrose via a dis- 
tribution arrangement with Hypercity in 
2006. Not to be outdone, the domestic com- 
panies such as Gujarat Cooperative have 
launched probiotic ice creams. Argo Tech 
has plans to introduce low glycaemic index 
food, and the list just goes on. 

These initiatives have propelled the market forward and 
Euromonitor (IMIS Packaged Food System) estimates sales 
of H&W Packaged Food in India to be worth over US$ 2.5 bn 
(Rs. 111.5 bn) at the end of 2006, expanding by over 40% since 
2002. Better-for-vou products (reduced fat and sugar) clocks 
as the top H&W products, followec by fortified/functional and 
naturally healthy preducts. 

Led by GlaxoSmithKline Consumer Healthcare, dairy is 
the single largest H&W sector, with large contribution com- 
ing from reduced fat drinking milk and fortified flavored 
powder milk drinks. While better-for-you reduced fat fla- 
vored milk drinks grew by 26% m 2006, naturally healthy 
sour milk drinks grew even faster at 33% retail value in 
2006. With the recurrence of the issue of pesticides in car- 
bonates and with players like Gujarat Cooperative launch- 
ing and making available such beverages in convenient 
packs and at affordable price points, consumers increas- 
ingly chose the healthier dairy-based beverages as their 
thirst quencher. Other key H&W products include bakery 
products (biscuits and bread), corfectionery (sugar and gum) 
and honey, amongst others. 

On the retailing front, while the 10 million kiranas and 
push carts will remain the backbone of Indian retail, the 
continued development of the modern retail formats offer 
manufacturers new sales points for H&W offerings. Special- 
ist outlets such as organic shops and health food stores have 
evolved and would increasingly dot the Indian retailing 
landscape. 

All said, India's H&W market :s significantly less de- 
veloped when compared to the rest of the Asia-Pacific re- 
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Yvonne Kok 
Research Manager 
Euromonitor International, Singapore 


gion. Despite its huge population base, 
H&W consumption of packaged food in In- 
dia contributes a mere 8% of Asia- Pacific 
H&W value sales in 2006 —an indicator of 
strong potential in increased penetration 
moving forward. 


What would be the impact of health diversion on 
their top and bottom lines? 

Given that this is a very nascent exercise for 
all players within the Indian market, the 
proposition of hitting the right recipe of 
“Taste + Convenience + Healthy + 
Affordability” to gain first mover’s advan- 
tage is highly attractive. Current H&W 
products stem largely from well-established 
FMCG companies such as Mother Dairy Fruit & Vegetable 
and Karnataka Cooperative Milk Producers Federation Ltd., 
who have been able to create successful H&W brand exten- 
sions. 


What kind of competition do you foresee in the health and wellness 
route? 

While the H&W packaged food market in India is in its ex- 
perimental stage, there is no fail-safe strategy that can en- 
sure success. As seen across the world, the H&W initiative is 
also characterized by a high level of product failures. Within 
India, there exists factors that will limit, its forecast perfor- 
mance (an immediate five-year period 2007-2011) including 
limited product availability and affordability, urban-centric 
modern retail development, competition from unorganized 
and unpackaged food, growing income disparity between the 
top and bottom end of the population strata and influence of 
westernization on food diets. 

In general, successful products tend to have a main- 
stream positioning and are produced by a well-known food 
company or as a brand extension of a well-known brand. 
Health benefit is effectively communicated and positioning 
targets contribution to general wellness, rather than target- 
ing a specific illness. At the same time, overtly scientific ex- 
planations are avoided. More importantly, successful prod- 
ucts do not promote their health benefits in a vacuum; rather 
they also pay close attention to other selling points, such as 
taste, convenience and price. 

Success also does depend to a great extent on legislation 
and whether it is permissive or strict with regards to fortify- 
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ing foods, and with regards to the communication of health 
benefits. For instance, Japan can boost of one of the most 
conducive operating environments for fortified/functional 
products with its FOSHU standards. 

For starters, much activity in the next couple of years is 
likely to be concentrated within the larger product sectors 
such as dairy, bakery, oils and fats and confectionery. Multi- 
national players are projected to take the lead, especially 
within fortified/functional products, benefitting from tech- 
nology advancements and product R&D that can be lever- 
aged upon from their international operations. Domestic In- 
dian companies will find better-for-you offerings, a more at- 
tractive proposition with lower levels of product R&D in- 
vestment required. 


What kind of growth opportunities the companies can expect from this 
strategic diversification? 

Better-for-you and fortified/functional products will remain 
the key H&W food offerings, while organic products will face a 
testing road ahead due to the significant price markups over 
standard products. More specifically, unlike India's trends, 
Asia-Pacific is the largest continent for fortified/functional 
product, driven by strong performances in Japan, China and 
Taiwan. Popular fortification includes probiotic bacteria in 
yoghurt, xylitol gum, fortification of calcium and Omega 3 in 
milk, bread and biscuits, etc. 

It would be interesting to monitor if India grows to reflect 
this consuming trend as ingredient companies and food 
manufacturers seek for new product formulations to excite 
consumers. Top Asia-Pacific fortification ingredients include 
fibers, collagen, co-enzyme Q10, omega 3 as well as probiotic 
bacteria, spanning across a wide spectrum of products but 
these are currently hardly found in India's packaged food 
market. 

The immediate challenge lies in convincing consumers to 
pay a premium for such value-added products. For instance, 
fortification in food products such as dairy is low, since vol- 
ume sales are generated from basis, mass products. With 
consumers in India looking at milk no more than a commodity 
and with them refraining from paying a premium, inability to 
move prices upwards will act as strong deterrents to product 
fortification. 


What according to you are the major reasons for the companies to shift 
their focus towards health agenda? 

Lifestyles, education and health/beauty consciousness along 
with rising incidence of obesity and diabetes, will play a ma- 
jor role in the demand for H&W products. The rise of 
Globesity (Globalization and Obesity rolled into one) aside, 
India is home to some 35 million diabetics, of which 13 mil- 
lion have yet to be detected —such statistics is simply stun- 
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ning. Globally, consumers’ desire for non-guilty indulgence, 
without having to drastically change their food consumption 
habits, is driving the need for healthy alternatives to stan- 
dard foods. This has provided manufacturers with the oppor- 
tunity to develop “healthier” alternatives to standard prod- 
ucts to make foods that are at the top of the food pyramid. 
India is no exception. 

At the end of it all, there is always the added incentive 
to be able to command a premium pricing derived from a 
value-added positioning. Across well-penetrated products 
such as drinking milk and sweet and savory snacks, the 
mass end is increasingly crowded with small regional and 
fringe players with me-too products and product differen- 
tiation would be the only way forward to overcome short 
product lifecycles. 

There have been strong advancements in terms of R&D and 
food science, which are also being fed into new product develop- 
ment that does not compromise on taste. This is in tandem 
with the progress of the processed agri-food business in India. 

In the longer run, propriety retail brands would find them- 
selves increasingly challenged by the entry of no-frills private 
label products from the robust development of supermarkets 
and hypermarkets sweeping across the country. Again, H&W 
properties would allow for point of product differentiation. 


What is your furture outlook? 

Aside from the manufacturers, this push forward for not only 
H&W offerings, but also good quality packaged products, also 
represents challenging opportunities for ingredient and pack- 
aging companies. This is especially the key with the various 
international as well as Asia-Pacific manufacturers looking 
to set up production plants and sales points within emerging 
economies such as China, Vietnam and India, for both domes- 
tic and exports sales. On a geographical basis, India is strate- 
gically located near to Asia-Pacific, Middle East, and Eastern 
European countries. These are the fastest growing markets 
for processed food as the population in these regions contin- 
ues to increase. 

Food and drinks manufacturers in India often lament the 
absence of quality raw materials such as fruits for further 
processing. Thus, there is room for technological advance- 
ments and adaptation of modern tools on the farm level to 
boost volume and quality of produce. Similarly, there is scope 
for both government and private interest to further develop 
the cold chain infrastructure and transportation networks to 
reduce wastage. 

Indian ingredients and packaging companies have to 
move ahead quickly as there is already a sharp rise in number 
of global and regional manufacturers heading to China to tap 
on the lower labor and capital costs and sound infrastructure 
to produce for export. 
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followed, the company is exploring the 
possibilities for various formats to 
open its retail stores. According tc in- 
dustry experts, these stores could be 
close to 2,000-2,500 sq ft in size. Sunil 
Duggal, CEO, Dabur India, told in an 
interview, "Our plans will be focused 
ard specialized with health and 
wellness being the obvious option at the 
moment." Dabur expects that the spe- 
ciaity stores which have been successful 
in the west, could achieve similar re- 
sults in India as well 

Nestlé, the giobal consumer prod- 
ucts giant, whose wafer-chocolate under 
the brand Kit-Kat became a huge suc- 
cess in India, recently launched its Lite 
variant to cater to health-conscious con- 
sumers. The company is also in the pro- 
eess of launching its healthy scup vari- 
ants under the sub-brand “Sanjeevini’, 
as an extension of the Maggi brand. 
Zydus Cadila, the pharmaceutical ma- 
jor, launched *Nutralite", as a healthier 
alternative to regular butter. It is now 
the country's largest selling margarine 
with a market share of close to 605» in 
the fat-free margarine segment. Previ- 
ously, it had launched a sugar-free 
drink under the brand name “Free 
D'Lite". ITC, the hospitality to FMCG 
major, with its "Surfeast" Fit Kit range 
of health products, also joins the race 
towards launching products in the 
health and wellness plank. Taking a cue 
from Britannia's tag line, *Eat Hea thy, 
Think Healthy", rival Parle revived its 
Marie brand and launched its new vari- 
ant, "Digestive Marie". 

In the beverage segment, Dabur 
(with brand Real), Pepsi (with 
Tropicana), Parle (with Froeti and 
Appy), and Coca-Cola (Maaza) cever the 
juice-based drinks, which have been 
showing strong growth. Milk and dairy 
products segment too is a part of the 
action. “Dairy is the single largest 
H&W sector, with large contribution 
coming from reduced fat flavorec milk 
drinks, which grew by 26% im 2006; 
naturally healthy sour milk drinks grew 
even faster at 33% retail value :n 2006", 
says Yvonne. GSKCH has a streng pres- 
ence in the category with brands such as 
Nutramul, Amu! Shakti, Amul Cool, 
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and Amul Masti. "With the recurrence 
of the issue of pesticides in carbonates 


. and with players like Gujarat Coopera- 


tive launching and making available 
such beverages in convenient packs and 
at affordable price points, consumers 
increasingly chose the healthier dairy 
based beverages as their thirst 
quencher" adds Yvonne. 

In the confectionery segment, players 
like Perfetti and Lotte are offering prod- 
ucts with value additions like sugar-free 
gums and nutritious candies. While can- 
dies are targeted at kids, mint and gum 
are segmented under adult confection- 
ery, which is growing at a healthy 10- 
15%. Perfetti's sugar-free gum, which ac- 
counts for more than 50% in European 
market, aims to register similar growth 
in India too. The Italian confectioner 
also launched "Happy Dent", a teeth 
whitening gum similar to Wrigley's. 
Lotto and Godrej group too are planning 
to launch their own nutritious candies in 
the next few months. "We could create 
health and wellness platform for rural 
consumers and children separately and 
that price point will be different. Now if I 
roll out, Ul roll out for Rs. 2 and not for 
Rs. 5. And Rs. 2 wellness candies even in 
rural areas is possible because the rural 
rich is also a big enough (segment) in 
India,” said A Mahendran, Managing Di- 
rector, Godrej Beverages & Foods in an 
interview. While many companies are 
coming out with similar kind of products, 
players like ITC, and Lotto, are trying to 
differentiate their products through 
modern packaging and specific product 
websites. It would be interesting to see 
how these help them in garnering greater 
market and mind share. 


Barriers to cross 

Despite the high-decibel advertising 
and marketing campaign of FMCG 
companies, the Indian market still suf- 
fers from low consumer awareness. Fur- 
ther, cost too is a factor deterring con- 
sumers to shift to products that are low 
on calorie but high on price. "While the 
H&W packaged food market in India is 
in its experimental stage, there is no 
fail-safe strategy that can ensure suc- 
cess," reckons Yvonne. He adds, *As 





seen across the world, the H&W initia- 
tive is also characterized by a high level 
of product failures. Within India, there 
exist factors that will limit its forecast 
performance (an immediate five-year 
period 2007-2011) including limited 
product availability and affordability, 
urban-centric modern retail develop- 
ment, competition from unorganized 
and unpackaged food, growing income 
disparity between the top and bottom 
end of the population strata and influ- 
ence of westernization food diets." 

Again, consumer perception on 
safety and quality of the canned food 
and bottled drinks too poses a major 
challenge to FMCG companies; in the 
wake of the recent cola controversy and 
Cadbury’s chocolate episode. Another 
challenge is the lack of clarity in the 
regulation for food safely issues and 
regarding health claims. Last but not 
the least, the unorganized sector and 
unbranded products do pose further 
challenges. 


Just do it 
Notwithstanding such challenges, the 
future looks bright for FMCG industry’s 
campaign against high calorie food. 
Growing awareness about the ills of ex- 
cess calorie and importance of fitness, 
finds favor with generation "Y", a major 
consumer category of fast or junk foods, 
which could translate to rich rewards 
for the companies. According to a recent 
report by Research & Consultancy 
Outsourcing Service (RNCOS), “In next 
three years, the Indian food processing 
industry is anticipated to grow to three 
times its current size, making India a 
key and consequential player in the food 
and agriculture trade.” On this positive 
note, the future of H&W market looks 
bright. However, the report also says 
that, “Despite being recognized as a 
promising growth area, the current 
share of Indian food processing market 
in the world food trade is only 2%.” It 
won't be surprising, if more and more 
companies enter the fray in the war 
against calorie.m 

~ Amit Singh Sisediya and Kavitha Putta 
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HT’s Mint 


A New Flavor! 





av NE cuts off nar const 


With the launch of Mint, HT Group makes its maiden foray into business 
daily publication, which, the experts feel, is bound to shake the competition. 


The idea behind the launch of ‘Mint is 
*hat a print newspaper should provide 
readers with an early morning briefing 
that includes not only the most vital news, 
but also analysis, commentary and opin- 
ion that only a newspaper edited for a 
special business audience can provide. 

— Raju Narisetti 

former Deputy Managing Editor of 
Wal! Street Journal and 

current Editor of Mint. 


or long, the business daily seg- 

ment in the country was synony- 

mous with the awesome four- 
some: The Economic Times, Business 
Line, Business Standard and Financial 
Express, dominating the marke: in that 
order. However, with the launch of 
HT's Mint, the competition gets a new 
flavor. Hindustan Times Group, which 
is more known for its rivalry with the 
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Bennett & Coleman & Co. Ltd., and the 
fierce battle between its Hindustan 
Times and TOI launches the pink paper 
(as the business dailies are more popu- 
larly referred to) im collaboration with 
the big daddy of al! pink (and probably 
white dailies too), The Wall Street Jour- 
nal (WSJ), one of the most prestigious 
capital market publications in the 
world. No points for guessing that it is 
the lucrative advertising revenue 
coupled with strong growth potential 
that tempted the media giant to launch 
Mint. Starting February 1, Mint, de- 
signed by Mario Garcia and sporting a 
convenient Berliner size, will be avail- 
able from Monday through Saturday, 
initially in New Delhi and Mumbai. 
Garcia has designed more than 500 
newspapers worldwide, including the 
WSJ. Launching the business daily on 
February 1, this year, Shobhana 


Bhartia, HT's Media Vice-Chairperson, 
said, "Mint is constructed around In- 
dian business and economy and the 
way it is impacting the world and cap- 
tures the trends of the world for India to 
leverage." 

While the tie-up with the US-based 
WSJ is definitely a big plunge for the 
Indian publishing giant, a section of ex- 
perts express concern that it might be a 
case of ‘last in, first out’, since all the 
existing business dailies are well es- 
tablished and well-entrenched by now. 
In essence, is there enough space for 
another pink paper to grow? In the 
meanwhile, the group has also 
launched the online edition of the paper 
as Livemint.com. The top brass feel 
that the online edition, along with the 
printed version is likely to attract more 
revenues with its new integrated adver- 
tising opportunities. To begin with, the 
readers welcomed the new daily with an 
initial circulation of around 80,000 cop- 
ies in Delhi and Mumbai, where the 
daily is scheduled to be available six 
days a week. 


Enter the pink 

The print media industry, despite being 
written off by many skeptics just a few 
years ago, continues to grow which even 
has caused envy to many. And, the phe- 
nomenal growth of Indian print media 
has been all the more tempting, given 
the country's vast population and grow- 
ing demand for English language news- 
papers, including business dailies. 
WSJ's tie-up with HT is indeed a major 
development in that context. While for- 
eign investors are allowed to start In- 
dian editions with a 26% cap on their 
equity, certain rules restrict them from 
carrying advertisements of local 
(Indian) companies. “There are three 
countries where starting a paid-for 
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HT's Mint 


MEI a ERR MM E te NT 


newspaper is now possible. They are 
Brazil, China and India," said an ec- 
static Raju Narisetti, a WSJ veteran 
and now the Editor of Mint. The Indian- 
born, American-trained, former Editor 
ofthe Wall Street Journal of Europe saw 
immense opportunities in setting up 
this new venture in his motherland, 
where at least 12.6 million Indians be- 
came newspaper readers within the 
past year in a market that boasts of a 
readership base of 204 million people. 

With such an opportunity knocking 
at the door, Hindustan Times Ltd., the 
third largest media company in India, 
decided it as the right time to diversify 
its business, which currently encom- 
passes news dailies like Hindustan 
Times (English version) and Hindustan 
(Hindi version) and entertainment di- 
visions like HT Music and Entertain- 
ment Company Ltd. and online news 
portals like HindustanTimes.com. 1t 
felt that anything which gives value ad- 
dition to its portfolio was a new flavor of 
business and Mint appeared to be just 
the right flavor. 

Being launched in Delhi and 
Mumbai, the 24-page daily will carry 
four pages of WSJ-branded interna- 
tional business news and analysis from 
the 1,900 global journalists at WSJ and 
Dow Jones & Co. HT Media has also 
entered into a content sharing agree- 
ment with WSJ, whereby 20% of the 
content will be sourced from WSJ. 
Apart from the daily wrap-up of finan- 
cial and business news of India, the pa- 
per has also come out with an exclusive 
weekend edition of a 12-page Mint 
called Mint B on Saturday, which car- 
ries a supplement magazine, Lounge, 
aimed at reinvigorating the readers 
with its strong emphasis on better 
lifestyle, leading healthier, wealthier 
and happier lives. The daily is also com- 
ing out with a weekly supplement called 
Campaign, covering areas like advertis- 
ing, marketing, strategy and manage- 
ment. What is more, priced competi- 
tively at Rs. 2, the newspaper is eagerly 
awaiting readers’ demand for releasing 
a Sunday edition also. In an effort to dif- 
ferentiate themselves from the herd, 
Page 2 of Mint, called QuickScan, con- 


i Chartered Financial Analyst i 


tains all the stories in the paper in a 
short summarized form. Further, to en- 
courage greater interaction from read- 
ers, the publishers are planning to en- 
courage them to vote online for stories 
that they want a deeper analysis on. 

The US publishing giant is finally 
making its debut in India after a failed 
attempt to join hands with Bennett, 
Coleman & Co. Ltd, publishers of the 
Times of India and The Economic Times. 
But the proposal could not materialize 
as WSJ later decided to put the plan on 
hold till the (indian) government’s policy 
towards print media turned more condu- 
cive. But this time, the company is confi- 
dent to win Indian readers’ heart by the 
year-end and achieve a break-even in 
two years. “Clearly, our area of expertise 
is in business, finance and technology 
and it all fits in so well with the growth of 
the Indian economy,” said a confident 
Christine Brendle, the Asian Managing 
Director, the Wall Street Journal. 

But, experts seem to be less enthusi- 
astic as they doubt that WSJ, which en- 
joys 1.7 millon subscribers in the US, 
while its European and Asian editions 
have only about 100,000 subscribers 
each, and with The Financial Times and 
other prominent leaders in this field ex- 
periencing a similar fate, could make 
much headway in India. Furthermore, the 
association also seems to them a bit too 
costly; the launch of Mint and its associa- 
tion with WSJ cost HT a hefty US$2.5 mn 
on advertising campaign which included 
print, TV, outdoor and online. 


Stirring the competition: 

Too tough? 

Many experts say that Mint could revive 
the year-old rivalry and price-cutting 
war between Hindustan Times and 
Bennett Coleman & Co. Ltd. While this 
could be good news for the readers, it 
could still burn a hole in the company's 
balance sheets. Some opine that the 
first few days of Mint's publication has 
shown that, despite having an exclusive 
tie-up with WSJ, there is no big story to 
catch the attention of the business 
readers. They say that Mint has to do 
something more serious to sustain the 
reader’s interest, especially when the 


competition is absolutely cut-throat. To 
add to its fear, the research conducted 
by ABC (the Audit Bureau of Circula- 
tions of the Indian Newspaper Society) 
shows that taking on The Economic 
Times, whose weekday circulation of 
618,000 gives it a business newspaper 
market share of about 70%, will not be 
easy. Then, there are Hindu Group's 
Hindu Business Line, and also the Busi- 
ness Standard, a standalone newspaper 
with 13.85%-owned by the Financial 
Times, which respectively sell 117,000 
and 96,000 copies each in a week. Be- 
cause of this, the Mint cannot get a 
strong foothold unless is supported by 
its own uniqueness. 


Good luck 


However tiny the new kid on the pink 
paper block is, the HT media envisages 
a bright future ahead, as 2007 Pitch 
Advertising Outlook reveals that ex- 
penditure on advertising in India is val- 
ued at about $3.3 bn (€2.5 bn, £1.7 bn) 
at the end of 2006; it grew more than 
twice as fast as the GDP last year, at 
2296. "Fortunately for these guys, it is 
print that is driving advertising 
growth," echoed Amit Agnihotri, co- 
founder of Exchange4Media. Moreover, 
*Mint is differentiated: It's compact in 
size and has the link with the Wall 
Street Journal. 'There is definitely a 
space in the market, but whether Mint 
is that paper, I'm not yet sure. It's too 
early to say", adds he. "There is an enor- 
mous gap between the number one and 
numbers two, three and four, so if some- 
one can come up with a compelling 
proposition, it could be a strong number 
two in no time," he avers. Moreover, the 
field is still untapped since foreign 
newspapers, though in principle, have 
been allowed to print "facsimile" edi- 
tions, only the New York Times-owned 
International Herald Tribune, among 
the leading international papers, has 
so far succeeded in doing so. This im- 
plies that a huge opportunity is await- 
ing the joint venture, provided, they 
implement their strategy well.a 

— Amit Singh Sisodiya and Madhuparna Chakraborty 
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Private Equity Bonanza 


Destination India 


Enthused by the success stories o* past PE investments in India, many global PE players are making a beeline for India. 


he above statement not only 
speaks volumes about the kind 
of confidence that industry ex- 
perts have on the corporate India but 
also throws the spotlight on the sizzling 
private Squitr space Nn Giver the 


E 
. 


m. 





ures demonstrate the facts. Of late, pri- 
vate equity investments in India have 
been increasing at record levels. They 
have almost tripled from $2.2 bn of 


2005 to $7.4 bn of 2006. This clearly 
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Private e quityeompanies are boldly creating innova 
tive partne: rshipswllrentepreneursto take corporate India 
to new levels. Twill ot gsurprised if the investment amount 
in 2007 touches STO bn. 


—KEC Raja Kumar 
CEO, UTI Venture Funds $ 
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private equity investments in an Indian 
media company — Nimbus Communica- 
tions. PE firms namely 3i, Cisco and 
Oman Investment Fund have closed a 
deal of $125 mn with Nimbus. It would 
be all the more interesting to know that 
this is the third time that Nimbus has 
raised funds via the PE route. Nimbus 
was keen to participate in this deal also 
after having benefitted from the exem- 
plary execution of growth plans by its 
previous PE partners. All in all, the PE 
route demonstrates a win-win situation 
for both PE firms and target companies 
to participate in PE deals. 


Transformation phase 
Private equity primarily involves col- 
lection of large amounts of capital 
from very high net worth indi- 
viduals and also institu- 
tional investors like 
C insurance compa- 
nies, pension 
( í funds, univer- 
sity endowments, 
etc. These large 
/ pools of capital raised 
would be invested pri- 
marily in private compa- 
nies which are not listed in 
the stock exchanges with an 
objective to restructure the 
companies to unlock their value 
. and thus obtain huge investment 
returns. PE firms typically invest in 


‘such kind of companies whose valua- 


tions look attractive. They usually in- 
vest in different forms like venture capi- 
tal, leveraged buyouts, angel investing, 
mezzanine financing, distressed debt 
financing, etc. 

The origin of PE investing can be 
traced back to 1960s in the US. The con- 
cept is quite old and popular in Europe 
and Australia. However, the investment 


Chartered Financial Analyst 








adici bos g 


sabi aidi Addoli 2191dI d 
ez C HOSTIS A IPO IG dieial pl 
RI pra A sUh] 

SdA *9IIdGII3I] c» fc1o 





Fal sua siti wis 31H 3MARTA È ? 


CD 
Soh siren 


e STU 9001:2000 Watts 
(Sel RER Ol Gers i ; (WHIM Haid 4 31 emqa idtm 
"AAA, HIRE art ai ag Gears vie CIs q 31 


ama Rrafa qz cara Ra ae. ga offre 3t zen mara wet AM ssaa arr arent ere asia 8 dr ame 





Jiu ae (022) 6659 0500-10 ə Fy 22) 6659 0517 èe; 


marketing@ecgcindia.com e ga fel: www ecgcindia.com 





< |MAGEADSB HIN 








ICFAI 


exible Education 








MBA 


360° Flexible Learning Program? 





Eligibility: Graduates (any discipline) | Duration: 2 years 


ELECTIVES: Marketing, Finance, HRM, Operations, IT & Systems, International Business, Banking, 
Insurance and Investments. HIGHLIGHTS » Quality Courseware » E-Learning Package » Training 
Classes » internships at Cygnus » Case Study Focus » Web Support » Examinations 4 times a year at 
over 145 Test Centers » Equated Monthly Installment (EMI) Facility » Special Placement Scheme. 


For details and prospectus, please contact Icfai branch in your City 
(Addresses at: www. /cfa/. org) 


Alternatively you can contact through e-mail: info@icfai.org 


tool is relatively new in Asia and has 
started gaining momentum only during 
the recent years. Although India had 
paved the path for private equity invest- 
ments in 1989-90, it was only during the 
end of 1990s that India evinced interest 
from major global players. However, as 
the investment guidelines were more 
suitable towards the technology sector, 
growth was confined to only that particu- 
lar sector. It was only since 2003 that 
private equity space in India underwent 
a major transformation, as major global 
players started betting on emerging 
economies like India after witnessing 
dwindling returns from the developed 
economies. 

Global private equity players started 
wetting their toes in India after Warburg 
Pincus, one of the largest US private eq- 
uity firms, tasted success by making an 
investment worth $300 mn, in an Indian 
mobile telephony service provider, Bharti 
Telecom. That investment, which was 
made between 1999 and 2001, was 
partly sold in 2004 and completely sold in 
2005, resulted in a total return of a whop- 
ping $1.92 bn— around seven times its 
original value. This has lured many US 
and European PE firms to set up shops 
in India. Many of the world's big players 
namely Carlyle, Blackstone, Matrix 
Partners, Barings, General Atlantic, 
Citigroup, 3i, and ChrysCapital have es- 
tablished their presence in India. Some 
of the Indian private equity players in- 
clude big names like IDFC PE, BPEP In- 
dia, UTI Ventures, Kotak, ICICI Ven- 
tures, Sequoia Capital, etc. 


Bolstering volumes 
According to the Indian Venture Capi- 
tal Association, PE investments in 
India have risen substantially since 
2003. The investments, which were 
worth $700 mn in 2003, touched the 
US$1 bn mark in 2004. Further, the 
investments doubled in 2005 and 
touched $2.2 bn. In a further record- 
breaking performance, they almost 
tripled in the year 2006 by zooming up 
to $7.5 bn over its previous year. 

Two mega deals—Idea Cellular's 
pre-IPO placement and the KKR- 
Flextronics Software buy-out— bol- 
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stered the PE investment volumes in 
2006. Out of these, the biggest deal of 
the year was the sale of 33% stake 
worth $950 mn by Idea Cellular to a 
consortium of PE firms namely US- 
based Providence Equity Partners, 
India's ChrysCapital, the UK-based 
TA Associates and GLG Partners, and 
Citigroup. This was followed by 
Kohlberg Kravis Roberts & Co's acqui- 
sition of 85% of Flextronics software 
systems for $900 mn. The other deals 
include Actis' acquisition of significant 
stakes in Nilgiris, Phoenix Lamps, 
Paras Pharma, etc.; and Navis Capital 
Partners' acquisition of Nirulas. 

The growing allure for private equity 
deals in India can be greatly attributed 
to its strong corporate performance, ro- 
bust and transparent capital markets, 
buoyant economy, and burgeoning 
middle-class. Though the growth was re- 
stricted to the technology sector prior to 
2003, the revival of the manufacturing 
sector and the subsequent outsourcing 
boom have opened up many growth av- 
enues in various other sectors like me- 
dia, retail, telecom, real estate, hospital- 
ity, financial services and tourism. 

The year 2006 has witnessed an in- 
creasing trend in PE firms' appetite for 
large deals. Out of the total 299 deals of 
the year, 26 deals were worth more than 
$50 mn compared to just nine such 
deals of its previous year. Information 
Technology and IT-enabled services 
continued to score as favorite sectors for 
PE firms in 2006 also. These sectors at- 
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tracted huge investments worth $1.47 
bn in over 87 deals. The manufacturing 
sector, which was the next favorite, 
lured investments worth $962 mn in 55 
deals. Besides these sectors, healthcare 
and life sciences, banking, engineering 
and construction, etc., attracted a sig- 
nificant chunk of PE investment. 
Venture Intelligence, a leading Mar- 
ket Research firm, conducted a survey 
on the PE market in India covering a 
five-year period starting from the year 
2000 to 2005, which revealed an inter- 
esting trend — PE-backed companies 
clocked a much faster growth rate than 
non PE-backed companies. The sales of 
the PE-backed firms have grown at 
22.9% vis-à-vis their rival PE firms 
which grew by just 10%. On the exports 
front too, PE-backed firms have faired 
better by growing at 33% compared to 
22% growth rate of their rivals. There is 
also substantial difference in the aver- 
age wage growth rate between these two 
categories. While PE-backed firms 
scored a growth rate of 32%, non PE- 
backed firms' growth rate could improve 
by a meager 6%. This trend might pro- 
pel more number of companies to opt for 
raising funds through the PE route. 


Active managers 

The growing prominence of PE invest- 
ments can be greatly attributed to the 
PE managers and their investment 
strategies. Unlike other asset manag- 
ers, private equity managers are more 
popular. They are considered to be active 
managers who follow aggressive growth 
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INTERVIEW 


How is the market for PE in India? 

Alok Agarwal: We expect it to grow from the 
current US$7 bn to US$ 20 bn by 2010. This 
will only increase during the next five years. It 
wil be good for India as a lot of this money will 
go into real estate, infrastructure and retail 
sectors. 

Archana Hingorani: PE has arrived as a 
major component of the alternative invest- 
ment universe and is now broadly accepted 
as an established asset class within many 
institutional portfolios. 








There is tremendous potential for PE firms in India given 
the sustained economic growth drivers across sectors. 


Alok Agarwal: It all depends of what they 
want to do. Many companies are thinking of 
going public on the US stock exchanges like 
Nasdaq or NYSE. For that, they have to have 
a revenue of $75 to $100 mn, or even more. 
They may want to raise PE to both sustain 
their growth as well as to acquire other com- 
panies. This is one of the biggest reasons. And 
the other is typically for merger and acquisi- 
tion reasons. A company which is doing well 
may want to go in for merger and acquisitions. 
Archana Hingorani: PE firms bring much 


Thenumber and the value of PE deals have ; more value to the company than just provid- 
, : Chairman and Co-founder 4 
inereased consistently over the last 6 years. Evalueserve Inc. ing capital. They partner with management 


From 110 deals with a value of $937 mn in 
2001, the Indian PE market is estimated to have grown to 299 
deals with a value of $7.5 bn in 2006. 

Prakash Karnic: India’s PE sector is moving into the big 
league. India is now open for business as never before. PE 
investors from around the world are increasing their bets on 
Incian corporates or making new ones. That includes biggest 
names in the business like Blackstone Group, Carlyle Group, 
KKR, General Atlantic Partners, and Britain’s Actis Part- 
ners. Local firms such as IDFCPE, ICICI Venture, and UTI 
Ventures are also stepping up investments. 

Fund sizes have increased dramatically from an average 
US$100 mn just a few years ago, te between US$400 mn and 
USS1 bn today. The average deals now start at around US$25 
mn, eclipsing the average deal size of US$8 mn in 2002. 

During the first half of fiscal 2005-06, US$7.96 bn of For- 
eizn Direct Investment (FDI) poured into India —more than 
triple the FDI in the corresponding period a year before. This 
is set to explode further, with reforms by the Indian Govern- 
ment to loosen restrictions on FDI across various sectors, 
which will lead to more international corporations and finan- 
cial investors entering the Indian market. 


Why do Indian companies look for PE when they have many other 
avenues to raise funds? 





teams of the companies they invest in, provide 
direction and help the company grow and mature. Also, compa- 
nies funded by PE firms typically become much more mature 
with high standards of corporate governance, and command a 
premium when they later go public. 

Prakash Karnic: In any rapidly growing economy, all possible 
avenues of capital become very crucial. High savings rate pro- 
vides impetus to growth by providing capital, but foreign capi- 
tal is also a very essential input for growth as domestic capital 
alone is not adequate. Additionally, the Indian domestic finan- 
cial system predominantly consisting of banks did not have the 
risk appetite similar to that of venture capital and PE funds. 

PE firms bring in a lot more than just capital into a com- 
pany. Since PE firms usually have experience of investing 
over a spectrum of sectors, over a long period of time they are 
able to help immensely with the business strategy, corporate 
governance, organizational development and generally bring 
in best practices. Also, PE firms are better able to evaluate 
the potential of the company if it is in an early stage of growth 
than a layman investor. 

Reputed and highly experienced firms can also help their 
portfolio companies in brand building, dealing with regulators/ 
government, raising capital and getting new business opportu- 
nities by exploiting their network. Other avenues to raise funds 
usually do not offer all these advantages at the same time. 


strategies. They are a small group of 
people with huge risk capital in hand 
along with relevant operational! and fi- 
nancial knowledge. The in-depth due 
diligence by the PE firms before the ac- 
tual buy-out come in handy for PE man- 
agers in later stages to effectively over- 
see the ongoing business activities. 

PE managers usually acquire a con- 
trolling stake in the company to be able 
to influence the management and its 
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long-term decisions. They typically work 
closely with the management of the com- 
pany and, if necessary, will also radically 
refocus and build the business in line 
with the long-term vision of the organi- 
zation. Essentially, they focus on the 
company to make it more valuable. This 
acts as a distinguishing feature for In- 
dian companies to opt for PE invest- 
ments even when they have many other 
avenues to raise funds. PE managers 


provide the right direction for companies 
to grow and mature. Unlike other man- 
agers, they do much more than just 
bringing in capital. 

As PE managers typically have ex- 
pertise in investing over a spectrum of 
sectors and over a long period of time, 
they would be able to immensely help 
companies in their business strate- 
gies, corporate governance, and organi- 
zation development. Thus, they can 
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What are the dynamics of having a PE firm as a major shareholder to the 
promoter of the company? 

Alok Agarwal: PE guys know a lot of people because they will be 
investing in a lot of companies. They also have a bigger under- 
standing of the market because they have been doing it for quite 
some time. So they can give their views on strategic directions to 
the company. Because they are not involved in the day-to-day 
operations of the company, in some sense, they 
will move from the competition. 

Archana Hingorani: PE firms are normally 
active shareholders, working closely with the 
companies they invest in, bringing a long- 
term perspective and a strong focus on corpo- 
rate governance/financial discipline. 
Prakash Karnic: It is natural that PE firms 
are involved in the management of the portfo- 
lio companies. PE firms which have seasoned 
managers with in-depth industry and func- 
tional expertise, can and act as sage counse- 





ing growth rate of 6-895. With fundamental drivers across 
sectors including manufacturing and services in place, the 
Indian economy is expected to continue its growth trajectory. 
This and the changed “growth focused" mindset of Indian en- 
trepreneurs will give rise to a continuous and growing de- 
mand for PE. The key drivers for the continued growth of the 
Indian economy are: 

a Demographic dividend leading to ex- 
ploding domestic consumption for 
lifestyle goods and services; 

Continued growth in the service industry; 
Resurgence of manufacturing exports; 
Creation of infrastructure; 
Consolidation of Indian businesses. 
We believe that the Indian growth story 
will be across sectors including manufactur- 
ing, consumer services, infrastructure, In- 
formation Technology (IT) and pharmaceu- 
tical — healthcare services. 


lors and critical advisors on operating, finan- Archana Hingorani Typically, Indian PE firms expect IRRs 
cial, and strategic issues for the portfolio com- Executive Director, IL&FS of 25-30% on their investments. 
panies’ management teams. PE firms tend to Investment Managers Ltd. Prakash Karnic: The major sectors include 


bring in international standards of corporate 
governance and management to protect and nurture their in- 
vestment. 

PE players also supplement executive teams in portfolio 
companies with a competent board of directors, who not only 
play an active role in formulating the company’s strategies 
but also use their network of relationships, contacts and 
managerial expertise to implement various strategic initia- 
tives for the company. 


What are the major sectors PE firms are looking to invest in India? What 
are their strategies, motives and what kind of returns do they expect? 
Alok Agarwal: Favorite sectors for PE investments include 
IT services, real estate, infrastructure development projects, 
telecom sector and, of course, travel and tourism. 

Their strategies include private investment in public eq- 
uity. They may like to invest in some companies listed in the 
stock exchange which they find to be rightly priced. They ex- 
pect an average investment return of 19% a year. 

Archana Hingorani: Post-liberalization, the Indian 
economy has demonstrated a high and consistently increas- 





infrastructure sectors, such as the develop- 
ment of new airports, laying of natural gas pipelines, petro- 
leum infrastructure, captive mining of coal and lignite, mining 
of diamonds and precious stones, as well as the development of 
townships where complete foreign ownership is now welcome. 
The retail sector, where 51% FDI is now allowed in single brand 
stores and the telecom service sector, where the FDI limit has 
been raised from 49 to 74% are also attractive. Telecom, power, 
construction, SEZ, transportation and logistics will be the 
major growth sectors. 


What are the exit routes for PE firms in India? Are the liquid stock 
markets facilitating the growth of PE market in India? 

Alok Agarwal: Of course, the exit route is to take the company 
IPO. In IPOs, they end up selling substantial portions of their 
investment. Some may end up selling to other PE companies. 
Prakash Karnic: The exit routes include IPOs in well-devel- 
oped capital markets. Secondary sale to other financial inves- 
tors or a strategic investor is also prevalent. Vibrant stock 
markets have definitely facilitated the growth of the PE mar- 
ket in India. 


bring in best practices to the target 
companies which in turn can help com- 
panies to command a premium when 
they go public. 

The activist investment philosophy 
enables them to consistently beat mar- 
ket returns by large margins within the 
predetermined time horizon. Though 
PE partners usually have a time hori- 
zon of 7-10 years, in India, they prefer a 
shorter time horizon of 3-5 years. 
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Since the risk of the investments is 
high, their return expectations are also 
high with an average return of 30-40%. 
Investment return expectations may act 
as a primary deciding factor for them to 
choose a company. Generally, PE firms 
receive the return of the investment 
through one of the available exit routes 
like IPOs, strategic sale or merger of the 
company, buybacks and sale of stake to 
another PE fund (PE to PE deals). 


While IPO is the most preferred exit 
route, PE to PE deals are also gradually 
picking up in India, which symbolizes 
the growing maturity of the PE market. 
The most recent trend seen in PE space 
is the purchase of stressed assets from 
asset reconstruction companies who, in 
turn, would have acquired them from the 
banking sector. The purchase of OCM 
Textiles by Wilbur Ross from ARCIL 
signifies this upcoming trend. 
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How do you compare the Indian PE market to the global PE market? 
Alok Agarwal: Indian PE market is still in its infancy. It is 
only in the last 3-4 years that it has taken shape. 
Archana Hingoran:: The global PE market is more ma- 
ture and sophisticated as compared to the Indian PE mar- 
ket in terms of deal sizes, structuring and the number of 
transactions taking place. However, the Indian market, 
which is only 10 years old, is rapidly maturing and has 
started matching international benchmarks. 
Prakash Karnic: While the traditional route for private eq- 
uity firms in developed markets is to buy a 
controlling stake in corporations, in an 
emerging economy such as India, these firms 
act more like venzure capitalists or growth 
capital providers. They look for promising 
companies in industries across the sectors 
and seek to give them a boost, doing every- 
thing from injecting more capital for expan- 
sion to holding the hand of management and 
providing strategic guidance. 

Developing countries like India offer op- 
portunities different from those of the devel- 





one of the favorite destinations. Among the emerging mar- 
kets, probably, as much as $300 to 400 bn of PE and hedge 
fund money will flow in the next 2 or 3 years. India will prob- 
ably get a lot of this money. At an average of Rs. 10 bn a year, 
India is expected to receive around Rs. 30 to 40 bn in the next 
3 to 4 years. 

Archana Hingorani: There is tremendous potential for PE 
firms in India given the sustained economic growth drivers 
across sectors. There are a lot of sectors and companies, 
which are opening up today providing investment opportuni- 
ties for PE firms. The private and public 
companies are also, today, much more re- 
ceptive PE given the earlier successful ex- 
amples. Overall, the environment looks 
buoyant for PE. 

Prakash Karnic: The PE industry in India 
is at an inflection point. Inspired by the 
success of PE firms like IDFCPE, investors 
the world over are increasing their alloca- 
tions for India. The robust economy, sup- 
portive government, and recent reforms 
could see several hundred billion dollars 


oped countries. With the right capital and Prakash Karnic channeled into India. Recently opened up 
professional management, PE players in In- Executive Vice-President, sectors like infrastructure and retail are 
dia can invest early, expand companies, and IDFC Private Equity expected to attract the lion’s share of these 


make an impact on entire industry seg- 
ments. 

Among the developing countries, India has a distinct ad- 
vantage over countries such as China as it offers investors 
better trained managers and more corporate transparency in 
the private sector. It also boasts the oldest stock market in 
Asia, BSE, and the largest number of listed stocks. 

India is more sophisticated than other Asian markets 
with respect to its more developed jurisprudence and relative 
sanctity of contracts. 


What are the future growth prospects for PE firms in India? 
Alok Agarwal: Extremely good. In general, there is a lot of 
liquity in worldwide markets and India is considered to be 





funds. 

India continues to be the Asian market destination for 
global private equity capital. The amount attracted in 2006 
is expected to triple that of 2005. Global PE players are 
optimistic about prospects for India. India is on à long-term 
high growth path that will be sustainable for the next 20 
years and is looking at opportunities that will benefit from 
this growth trend. 

At the same time, it is important that PE firms are cau- 
tious on valuations. There are now about 120 venture and 
PE firms investing in India. Most have entered India in the 
last two years, so we are seeing a rapid escalation in prices. 
The challenge will be to dig deeper to find hidden gems at 
valuations that stand the test of time over a 5-7 year period. 


Win-win situation 

Though the PE industry was earlier 
concentrated in the US, in recent years, 
a major chunk of it has also been draw- 
ing towards other regions like Europe 
and Asia-Pacific. And particularly in 
Asia-Pacific, Japan grabs most of the 
PE investments allotted to the region 
to rescue its banks. Nevertheless, cur- 
rent trends show that PE firms are 
making a beeline for India to increase 
their investments which are inspired 
by the success stories of recent past PE 
investments. 
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However, PE firms are also facing a 
few challenges in India in the form of 
bureaucracy norms, regulatory limits in 
certain sectors, hitherto poor infrastruc- 
ture, etc. Nonetheless, reforms are on 
the way to gradually improve India on 
these fronts too. The fact that the PE 
industry largely relies on debt markets 
can also pose a challenge to it on the 
global front, when the debt markets dry 
up. So, PE firms should look out for 
other avenues beyond leveraging to sus- 
tain the momentum. Though the PE 
market in India is still in its nascent 


stage with its focus on stake buying 
rather than on acquisitions, analysts ex- 
pect to see aggressive growth in this space 
in the next few years. It is proving to be a 
win-win situation for both the PE firm as 
well as the target company. With the in- 
creasing interest shown by the PE play- 
ers, the day is not far where there would 
be a major strategic sale and entry by dif- 
ferent PE players everyday. This could in- 
evitably result in turning India into a 
mature PE market.= 
— D Satish and Y Bala Bharathi 
Reference # 01M-2007-03-04-01 
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Private Equity's unprecedented success has seen stiff competition from 
alternative funds like hedge funds and there is also growing clamor for 


tighter regulations. 





n February 07, 2007, the global 
Private Equity (PE) market 
observed the biggest ever deal 
as Blackstone, a (PE) firm, took cver the 
control of Equity Office properties trust, 
US largest Real Estate Investment 
Trust (REIT) for $38.9 bn, beating the 
Vornado Realty Trust. The deal has 
overshadowed the earlier record of the 
$33 bn buyout of HCA by an association 
of Bain and Kohlberg Kravis Roberts 
(KKR) last November. The number of 
such high profile deals are ever-rising, 
thus, adding to the industry's prestige, 
thanks to the growing competition from 
outsiders as well as within the industry 
itself, for corporate buyouts. 
According to the Thomson Finan- 
cial, PE firms carried out more than 
$664 bn of corporate buyouts in 2006, 
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which accounted for 18% of the global 
M&A volume; nearly twice as much as 
in 2005. The 2006 also saw multiple 
bids with 29% of the PE buyouts mov- 
ing from a mere 4% in 2005. And dur- 
ing the current year till date, almost 
70% of the PE buyouts had multiple 
bids. In fact, the data shows that the 
PE market has become competitive in 
the past two years supported by the 
fueling funds. "There are many more 
competitive bids right now, and that is 
because so much more money is going 
around," stated Robert Profusek, co- 
head of M&A practice at the global law 
firm Jones Day, in an interview to the 
BusinessWeek. The industry, globally, 
raised funds worth $406 bn in 2006, 
while pension funds, university endow- 
ments and others have been pouring 


into it, according to a report by Private 
Equity Intelligence, a market re- 
searcher in London. In turn, the inves- 
tors are also reaping high returns, with 
some top funds generating up to 30% or 
more, states the report. 

However, as the PE industry 
reaches new milestones, is also faces 
rising competition from alternative 
funds like hybrid funds. In addition, re- 
cently, there has been a call for better 
regulations in the PE industry. 


Stretching out 

Now that the PE buyouts are rocking 
the financial circles, some of the major 
PE players are exploring the overseas 
markets. According to Emerging Mar- 
ket Private Equity Association, more 
than $22 bn was raised in 2006, which 
is a far cry from the $3.4 bn raised in 
2003. And their deal hunger is still 
unsatiated. 

Though America and Europe are 
still the all-time favorites for PE in- 
vestments, emerging markets like 
Asia, Africa and Latin America are 
gradually coming to the fore. Factors 
like economic prosperity and political 
stability with increasing level of activ- 
ity in the capital market contribute to 
emerging markets. Among the promis- 
ing destinations for PE investments, 
Asia-Pacific region remains the most 
preferred region. Of the total PE capi- 
tal, Asia almost rose by 30% in 2006, 
moving from $122 bn in 2005 to $158 
bn in 2006. India accounted for $7.5 bn 
in 2006 when compared to $2.4 bn of 
2005, a growth of 252%, and is ranked 
among the top 10 investment destina- 
tions. Overseas investments in Aus: 
tralia (with $25 bn up by 88.9%) 
China ($7.7 bn rose by 72.1%), Japar 
with an investment of $10.4 bn, have 
occupied the top 3 preferred destina 
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tions in 2006, as per a report by Asian 
Venture Capital Journal (AVCJ). 

The world’s biggest PE players like 
Blackstone Group, Bain Capital and 
Kohlberg Kravis Roberts are now in the 
fray to buy a retail chain of South Africa 
called Edcon (Edgars Consolidated 
Stores). The target has a market value of 
around $2.6 bn (19 bn Rand) with over 
900 stores across South Africa and it 
would be one of Africa’s largest PE tar- 
gets. Similarly, Texas Pacific Group 
(TPG) is expanding into Asia along with 
its current six offices spread across 
China and India. Likewise, Israel at- 
tracted investors like Benchmark Capi- 
tal, Apax Partners and 3i. 


Hedge funds homing in 

Breaking the traditional boundaries of 
a short-term investment strategy, to- 
day hedge funds are moving into the 
PE space and taking part in more and 
more PE deals. “The difference be- 
tween what PE companies and hedge 
funds are doing is getting smaller and 
smaller”, said Peter Cohen, Founder of 
the US hedge fund Ramius Capital to 
FT. A large number of investment 
firms and asset management firms 
are now launching hybrid funds, a com- 
bination of long and short hedge fund 
strategies. For instance, Fortress In- 
vestment Group becomes the first as- 
set manager in the US that runs PE 
funds, REITs and also draws most of 
its money from hedge funds. The hy- 
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brid fund seems to be receiving good 
response from investors. The firm's as- 
set has swelled to about $30 bn in just 
nine years. It is also going for its IPO 
this year, thereby becoming the first 
hedge fund to go public. 

However, Stephen A Schwarzman, 
Chairman, CEO and co-Founder 
Blackstone Group, believes that there 
is a wide difference between PE and 
hedge funds. For instance, a PE firm 
buys the entire company and owns the 
company for three to seven years so as 
to improve its performance through ap- 
propriate management strategy and 
then sells it. Whereas, hedge funds buy 
the stocks or derivatives with no man- 
agement control at all for a short period, 
during which they maximize profits. 
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How long will the party last? 

PEs, whose investment model is driven 
by high rate of returns to the investors, 
however, may not continue to enjoy the 
party for long. Skeptics say that the PE, 
which is now booming, is going to burst in 
the near future and the investors cannot 
expect a similar kind of returns. “Larger 
returns seen in the past years may not be 
possible in future. There's no doubt that 
the large buyout funds and the large 
buyout deals have yielded extraordinary 
returns compared to almost anything 
else that's available", told David 
Rubenstein to the Wall Street Journal. 
"And as a result, investors are giving us 
alot of money and we're trying, in turn, to 
make sure they get the kind of returns 
that they want", he added. However, in- 
dustry experts say, there are risks asso- 
ciated with excessive leverage, lack of 
transparency, and conflicts of interest 
within the management. Perhaps, the 
biggest hurdle for PE growth is regula- 
tion. In order to deal with the risk associ- 
ated with corporate debt, regulators, 
policymakers and market participants 
are paying a lot of attention in building 
up governance and accounting stan- 
dards. Indeed, staying alert and acting 
early can ensure that the PEs stay the 
course and retain the investors' trust, 
not to mention the high returns in the 
long-term.—= 


- Amit Singh Sisodiya and Kavitha Putta 
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B BUSINESS ENVIRONMENT 


Low-Cost Airlines 


In Troubled Skies 
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indian low-cost air carriers continue to be in red despite the booming 
domestic aviation market. Is consolidation the way out? 





ir travel @ 99 paisa! Sounds in- 
credible? True indeed! 
piceJet, the fastest growing 


and the most efficient low-frills airline, 
is offering flight tickets at an unbeliev- 
able price across 14 destinations, with 
84 daily flights. In fact, the onse: of pri- 
vate airlines has now changed air travel 
from a luxury drive to an affordable 
middle-class journey. However, the in- 
dustry is unable to meet the growing air 
traffic against the strong civil aviation 
growth rate at 20% per year, the highest 
in the world. Though the metro traffic is 
saturating, the demand for more air- 
lines from a handful of fast-growing 
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smaller cities is picking up. Against 
this backdrop, many airlines are bulk- 
ing up on capacity as well. In the recent 
past, Indian air carriers placed orders 
for about 400 aircraft worth $15 bn. 
However, surprisingly, all is not that 
rosy and the good news is marred by a 
looming overcapacity and competitive 
pressures. Most airlines are confronting 
losses. 


Growing urban routes 

Investments in non-metropolitan re- 
gions have brought in new demand for 
air services. Higher disposable in- 
comes have made the situations at air- 


ports almost similar to what they were 
a few years earlier at railway stations. 
Until last year, only 0.01% of the In- 
dian population used air transport, 
with 150 large jets and seven large do- 
mestic airlines carrying around 100 
passengers each. “The opening up of 
the skies had led to similar boom situ- 
ations in other markets, like the US in 
the 1980s and Europe in the 1990s,” 
says Dinesh Keskar, Vice-President of 
sales at Boeing. Since April 2005, the 
industry has not only witnessed the 
arrival of 120 new aircrafts, but also 
an increase in the seating capacity of 
1,00,000 in September 2006 from 
12,000 by December 2005. 

Until recently, traditional airlines 
have concentrated more on large cities, 
where air travel was used only by a 
privileged few. The low-cost airlines 
have been the first to recognize that it 
is essentially a commodity like any 
other, and that people will purchase 
primarily on price. India’s first Low- 
Cost Airline (LCA), Air Deccan, made 
its first move with a modest beginning 
on August 25, 2003, by offering flight 
tickets at a cost 30% less than its ri- 
vals such as Indian, Air Sahara and 
Jet Airways in Delhi-Bangalore route. 
The success of Air Deccan has spurred 
more LCAs like GoAir, Paramount, 
and very recently, IndiGo, into fierce 
competition. All these players are try- 
ing to grab a large share in the market 
pie by offering competitive prices. 

Earlier, 85% of the air passengers 
were business travelers, but now the 
traffic has been extended to leisure 
trips and Visiting Friends and Rela- 
tives (VFR) passengers, which is 
growing steadily. To attract such pas- 
sengers and lure first-time air pas- 
sengers, the airlines are battling over 
their discounting strategies. Their ul- 
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Business Environment 


timate target is to reach the first 
class railway passengers—once they 
heve a feel of air travel, they are sure 
to prefer airways over railways. LCAs 
are posing a serious threat to Full- 
Service Carriages (FSCs), like Jet 
Airways by slashing their prices. 


Growing airsickness 

Although air travel is booming in India, 
the country’s airlines are deep in red. 
For every passenger, the Indian airline 
industry, on an average, loses $15 due 
to the gap between revenues and costs, 
and as a result, all the players in the 
industry across the world have been 
running losses. Air Deccan, India’s 
first LCA, has reported a loss of Rs. 
340 cr during April 2005-June 2006. 
However, owing to the employees' hard 
work and effective cost controls, their 
net profit in Q2 FY07 was recorded at 
Rs. 9.64 cr as compared to a loss of 
Rs. 42.94 cr in Q1. Jet Airways, India's 
most preferred airlines, reported $26 mn 
loss for six months ended September 
2006. 

For Air Sahara too, it has nct been 
-he best time. There is an opinion that 
Air Sahara alone contributes close to 
half the industry's total losses— 
Rs. 800 cr this year. Kingfisher Air- 
lines, which initially started its busi- 
ness as a LCA, but changed its busi- 
ness model from being a low-cost air- 
line to being a value airline, too re- 
ported a loss of Rs. 340 cr in Septem- 
ber 2006. SpiceJet, the LCA, which hit 
the headlines by announcing flight 
tickets for an unbelievable price of 99 
paise (on the occasion of 58^ Republic 
Day of India), is also running into 
heavy losses. In August 2006, it had 
reported a net loss of Rs. 414.2 mn in 
its first vear. 


What ails the airliners? 

Though the market is rocketing, al- 
most all the Indian carriers are mak- 
ing losses due to chaos in the market. 
Perhaps, this may be due to overcapac- 
ity in some routes, and very less load 
factors in others. Most airlines focus on 
the metro routes, where most of the 
loss is incurred. For instance, the 
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Delhi-Mumbai route has 44 operating 
flights, placing it among the top 10 
busiest routes in the world. Civil Avia- 
tion Secretary Ajay Prasad opines, 
“Far too much of the total capacity is 
deployed on just metro routes. We are 
encouraging airlines to break out of 
this.” 

For the carriers, Air Turbine Fuel 
(ATF) accounts for around 40% of 
their total costs. Continuing instabil- 
ity in global oil prices, resulting in ris- 
ing fuel prices, has made navigation 
tough for all airlines. In the year 2006, 
fuel prices rose by 30%, squeezing the 
profit margins. Jeh Wadia, Managing 
Director of GoAir argues, “A single 
step by the government making fuel a 
declared good could make the industry 
profitable overnight.” It seems to be 


investments. 


theoretically very simple, but practi- 
cally it’s a difficult formula. Besides, 
airlines’ discounting strategies too 
are leading to huge losses. Despite 
losses, the airlines are offering low 
prices to maintain their market share 
intact and are expecting profits in the 
long run. In fact, the FSCs need to 
raise fares by Rs. 400-700 per seat 
and LCAs need to raise fares by Rs. 
500 per seat to recover their operating 
losses. Even though IndiGo claims 
that its initial equity of $50 mn will 
be recovered in 18 months, the airline 
also expects to break-even in the year 
2008. However, for airlines, break- 
even is not possible in a short period, 
as the companies require huge initial 
investments. 

The other constraints which airline 
companies face are higher costs in the 
form of aircraft lease, higher salaries 
and inadequate infrastructure. There 
is also an acute shortage of trained 
professionals. This workforce crunch 
has resulted in Indian air carriers re- 


cruiting foreign pilots for high salaries. 
If provided with better infrastructure 
in India, perhaps the carriers can cut 
down their time delays and mainte- 
nance costs. Many LCAs are making 
profits by keeping out of each others’ 
way, as they focus more on non-metro 
routes where competition is less. This 
is where the regional airlines, like 
Paramount Airways, spread their 
wings, restricting their operations to 
one region, rather than establishing a 
nation-wide network. 


Government initiatives 

With the new aviation policy, the gov- 
ernment is providing concessions and 
incentives for those companies which 
fly on regional routes. Instead of offer- 
ing more discount prices on busy 


For airlines, break-even is not possible in a short 
period, as the companies require huge initial 


routes, the airlines need to focus on 
non-metro routes and can charge more 
to recover their costs. Spurred by this 
policy, SpiceJet and Paramount Air- 
ways have set up their bases in non- 
metro stations—Ahmedabad and 
Coimbatore. Even though these are 
operating their businesses on non- 
metro routes, they twinge losses. To 
tide over such issues, SpiceJet re- 
cently took a robust move by selling 
7% of its stake to Tatas while Jet Air- 
ways has been trying to consolidate 
with Air Sahara. David Strauss, Aero- 
space Analyst, says, “The best thing 
that could happen to the industry is 
consolidation —taking out a couple of 
the lesser players who just hold down 
prices." 

Against this background, the In- 
dian Government is altering its entry 
guidelines, focusing more on the com- 
panies’ business plans, their 
sustainability, maintenance and ser- 
vicing. This ensures that the entrants 
have both financial muscle and the 
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Low-Cost Airlines 


right size of fleet to make their opera- 
tions viable. It is now considering a 
proposal to allow foreign airlines ac- 
quire a 49% stake in domestic cargo 
airlines. 


The lessons 

Though the last wave of liberalization 
in the 1990s floated in many new carri- 
ers like Vayudoot and Pawan Hans, 
they had to shutdown their operations 
after a few years. There are various rea- 
sons for this—firstly, even though ca- 
pacity grew, traffic growth did not im- 
prove; this was because the financial 
status of the average Indian was not as 
sound as it is today. Airlines, in those 
days, lacked sufficient investments and 
ability to raise money from the market; 
they were more focused FSCs rather 
than LCAs. 


However, today according to ana- 
lysts, 80% of costs are independent of 
the business model and the domestic 
market is distorted now. Professor 
Nawal Taneja, Ohio State University, 
warned that Indian LCAs' honeymoon 
period is over as full service carriers 
begin to fight back. He also predicted, 
“LCAs that can develop into ‘New Gen- 
eration Carriers’ will grow to become 
global players, and those that don't, 
will simply fail." He added, "It is going 
to be a little like the dot.com boom. 
There will be many failures, but the 
few that survive are going to become 
global players." 


The way out 

Against the ongoing demand, the gov- 
ernment needs to build-up the required 
infrastructure by constructing new air 





Southwest Airlines: Sky is the Limit 


The US-based Southwest Airlines is the first and perhaps the world’s only true low-cost carrier, 
earning profits continuously for the past 35 years. To its credit, it is the only US air carrier 
reported profits every year since 1972. It has achieved that by keeping to the cost-efficient 
principles on which it was founded, and by never confused “cost-efficient” with “cheap.” 
When other low-cost carriers are struggling across the globe, it stands apart and boasts of the 
best on-time record, best baggage handling, and a very few customer complaints in the airline 
industry. The secrets lie in its ability to build and sustain relationships characterized by shared 
goals, shared knowledge and mutual respect among employees. The internal culture of 
Southwest has been like a family joining together to provide the best customer service and 
support. By respecting the employee first, it has found the key to success in airline industry. 


The most important issue on the employee front is the company’s no layoff policy. 
When employees are taken care of, a happy worker is more productive and a better service 
provider and take care of the customer. If customers are happy, then profits will increase. It 
is widely hailed as a leader when it comes to ongoing development of its employees. Its 
internal culture is what sets this airline a class apart from other companies in the industry. 
Employees were expected to care about people and act in ways that affirmed their dignity 
and worth. Instead of decorating the wall of its headquarters with paintings, the company 
hung photographs of its employees taking part at company events, news clippings. South- 
west Airlines left no stone unturned to boost employee loyalty and morale. For Southwest, 
taking care of business literally meant taking care of relationships and it formed the bedrock 
of its competitive advantage. 


Southwest Airlines is leading the way and has shown successfully to the world that by 
carefully nurturing relationships, any organization can induce the feeling of shared goals, 
shared knowledge and mutual respect among its employees, and find it easier to achieve the 
organizational objectives. With the help of its ever-resilient attitude, it successfully overcame all 
the challenges without cutting wages or laying-off employees. Southwest's organizational 
resilience is showing the way and other LCAs can learn lessons to become successful even 
in difficult and adverse business conditions. 
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ports and modernizing the existing 
ones. Mumbai and New Delhi air- 
ports—the two largest airports in the 
country— were recently privatized. To 
bring about better utilization of the ex- 
isting resources, the government has 
plans to lease airports. Praful Patel, 
Minister for Civil Aviation, says, "We 
could look at the possibility of bundling 
airports and giving them out on lease 
through a public-private partnership 
model." 

The biggest strength of the Indian 
market is that it is in growth phase, 
with a lot of room for growth in future. 
According to Patel, the country is likely 
to attract $50-70 bn investments over 
the next few years. European aircraft 
manufacturer, Airbus, has plans of set- 
ting up its manufacturing unit in India; 
it estimates that by 2010, India will be 
in need of 1,100 new aircrafts, costing 
around $105 bn. Indeed, aviation com- 
panies need to work on their organiza- 
tional structures and business strate- 
gies to cut costs and look forward for 
operating revenues to run their busi- 
ness efficiently. 

However, the billion dollar ques- 
tion remains: How far will the strate- 
gies made by some LCAs take-off? Ac- 
cording to Ajay Prasad, there will in- 
evitably be some mergers or acquisi- 
tions among these airlines to create 
stronger entities. Probably, consolida- 
tion of two loss-generating airlines 
might result in a profitable carrier. 
Thus anticipating, the Government of 
India is also moving towards consoli- 
dation by merging Air India and In- 
dian which may be approved by the end 
of March 2007. A leading Indian air- 
line CEO suggests, "Indian players 
need not re-invent the wheel as to how 
to run the low-cost business. Having 
expert professionals in key operational 
areas may help them avoid the mis- 
takes that low-cost carriers made glo- 
bally." To survive in this competitive 
market, consolidation is the need of 
the hour.m 


- N Janardhan Rao and Suma 
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Cisco 


Enroute(r) India 





uring October 2005, when John 

T Chambers, Chairman and 

CEO of Cisco Systems, on his 
second visit to India announced a grand 
package of $1.1 bn including a $200 mn 
venture capital fund for India's technol- 
ogy entrepreneurs, the message was 
loud and clear—the networking giant 
means serious business in India. This 
was in contrast to Chamber’s first visit 
in 2001, when he earmarked only $250 
mn for Cisco’s India operations. At that 
time, China, where it relished a market 
share of 74%, was accorded top priority 
in Cisco’s emerging market business. 
Now, with dissipating market share in 
China as a result of increased competi- 
tion from local networking players, 
Cisco is shifting its focus on India in a 
big way as its revenues here have been 
increasing at a healthy 40% p.a. In fact, 
Cisco now wants India to be its Global- 
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The networking giant is betting big on the Indian market to sustain its 
growth. 


ization Center East (GCE), which 
means that all the operational and cor- 
porate activities of the router major at 
San Jose will be replicated in India. The 
idea is to convert India as the global 
hub, after San Jose, to develop technolo- 
gies in software, routing and network- 
ing management. And almost all of the 
company’s primary business functions 
like sales, marketing, finance, HR, engi- 
neering and customer support will all 
be represented in India, through its glo- 
balization center, just as in the US. And 
for that the California-based company 
is investing heavily in the manufactur- 
ing facility in Chennai and in the R&D 
center in Bangalore in partnership with 
Foxconn, the Taipei-based manufac- 
turer of electronics and computer com- 
ponents. And as a vanguard of new busi- 
ness initiatives in India Cisco has also 
roped in Wim Elfrink, Senior Vice- 





President, Customer Advocacy, as the 
Chief Globalization Officer. 

At present, with 20% of Cisco’s top- 
brass taking charge of the Indian opera- 
tions, India is likely to drive Cisco’s glo- 
balization agenda. In fact, more ambi- 
tiously, by 2010, Cisco wants India to 
contribute more than 5% of the total 
revenue and half of its R&D activities 


to be done from Bangalore. The Banga- 


lore center, which is to be commissioned 


` by June 2007, is likely to absorb 3,000 


engineers and the overall India 
headcount is likely to cross 6,000 in 
three years. 


India over China! 

Even a couple of years ago, Cisco's Asia- 
Pacific business was mainly concen- 
trated on China. Improved 
infrastructural build-outs and a huge 
market in China enticed the network- 
ing giant Cisco to galvanize its busi- 
ness in the largest populated country. 
And it indeed did remarkably well with 
a mind-boggling market share that 
peaked in 2001, as a result of which, by 
that time, around one-tenth of Cisco’s 
revenue was coming from Asia busi- 
ness. However, couple of years down the 
line, Cisco began to find the going tough 
in China. Out of the blue, it started fac- 
ing competition from Chinese upstarts 
like Huawei Technologies and Harbour 
Networks and even from compatriot 
Juniper Networks. In terms of product 
offerings also, Cisco started finding it 
hard to match these indigenous play- 
ers. This threatened its fat margins as 
local players like Huawei enjoyed a dis- 
tinct advantage of low-cost engineering 
talent. By December 2005 Shenzhen- 
based Huawei Technologies churned 
out $8.2 bn in revenues out of which 
40% came from domestic operations. 
Besides, some developments in the 
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Chinese telecom market like grabbing 
of a nuge contract for next generatiom 
IP-based network by Juniper shifted 
the forzunes, at least, to some extent in 
favor of the rivals. Further, aggressive 
price-cutting strategies adopted by lo- 
cal rivals started reflecting in the weak- 
ening bottom lines of Cisco's China divi- 
sion and by December 2005 Cisco's 
marke: share in China declined to less 
than 50%. 

Cisco began scouting for an answer 
to China. As the Indian telecom infrz- 
structure was booming with several re- 
search firms painting a rosy picture 
ahead for the industry, Cisco had prob- 
ably got the right answer. Or, that :s 
what several research estimates sug- 
gest. According to a research paper, in 
the next five years, Indian telecom in- 
frastructure will require more than 
$300 bn of investments, and an esti- 
mate by the Ministry of Communica- 
tions and IT informs that by 2010 the 
Indian telecom sector is likely to invite 
an investment worth $40 bn. Now, with 
a headcount and revenue of 2000 ar.d 
$0.6 bn respectively, Cisco— which 
boasts of a staggering Indian market 
share of 80% —has struck keel on 
Indian shores with all guns aboard. The 
advantage for Cisco in India is that ri- 
vals have not yet made significant 
strides in the unsaturated Indian mzr- 
ket and, thereby, the $28.5 bn telecom- 
munication major is enjoying first- 
mover advantage in India. The Califor- 
nia-»ased company is zeroing in on 
some specific areas like telecom, IT ser- 
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vices, government and defense, manu- 
facturing, and small and medium-sized 
enterprises. According to an estimate 
by the company, IT spending by Indian 
firms on networks alone is likely to 
touch $1.2 bn by 2012; up from around 
$550 mn in 2006. 


India vision 

From a standalone business operation, 
Cisco wants India to spearhead its 
Asian operation. The company is relo- 
cating one out of top three brains in 
India, investing in a sprawling $50 mn 
R&D center to be located in Bangalore 
and piloting a manufacturing center in 
Chennai which will, for the time being, 
dish out specific voice technology prod- 
ucts for the domestic market. The aim 
is to convert Bangalore into the innova- 
tion factory on par with Cisco headquar- 
ters in San Jose. The manufacturing 
base in Chennai is likely to bring the 
much-needed balance to Cisco’s Asia- 
Pacific business by being less depen- 
dent on the Chinese manufacturing fa- 
cility. The company has also planned to 
invest $25-30 mn in the next few 
months in digital media firms and 
broadband content. In line with this 
new initiative, Cisco has already in- 
vested $5 mn in Indiagames and Bharti 
Telesoft. Another $100 mn has been 
kept aside as venture capital for prom- 
ising Indian tele companies. Basking in 
confidence, Wim Elfrink exhorted, “We 
believe that India, with its educated 
workforce, market opportunities, rich 
history and culture, is a great location 
from which to implement our globaliza- 
tion strategy. As a result of the Cisco 
Globalization Center East, we will be 
able to best serve our customers by cre- 
ating new ways to deliver information, 
products and services.” 

Though the cost of skilled labor is 
cheap in India when compared to the 
US, there is an acute shortage of skilled 
professionals which the IT industry is 
facing in India. Even though India 
churns out 150,000 engineers every 
year, it is not enough to meet the de- 
mand of 350,000. However, Elfrink is 
not willing to take this as a serious 
hurdle in Cisco’s massive expansion 














program which is likely to triple its 
Indian headcount within 3-4 years. In 
fact, Cisco, which has already gone 
through this phase in China 15 years 
ago and established a gigantic business 
center there, has gained enough experi- 
ence there to tackle these problems in 
India also. He accepts that market is 
competitive, yet there is a large talent 
pool available in India. Moreover, 
Indian skilled professionals put a pre- 
mium on working for blue-chip IT com- 
panies. Further, Cisco also has the op- 
tion to lure Indian expatriates eager to 
come back home. 

However, some analysts do not feel 
very confident about such a massive 
move. Their concern is that Cisco is at- 
tempting too much, too fast. 

Amidst such concerns, it is certain 
that Cisco, which established its Chi- 
nese business taking more than a de- 
cade and invested $700 mn in Chinese 
companies had to face many a chal- 
lenge. In India, Cisco’s adventure 
might be more difficult with some Eu- 
ropean players such as Nokia, 
Ericsson, Siemens, US-based rival 
UTStarcom, and Chinese Huawei al- 
ready present. So, with intensifying 
competition, Cisco is likely to face a 
tough time ahead. On the other side, 
however, it augurs well for India as it 
brings with it lot of new jobs and niche 
technology.m 


- Amit Singh Sisodiya and Sanjoy De 








Reference 4 01M-2007-03-07-01 


| Chartered Financial Analyst | 


EH CORPORATE STRATEGY 


Apple's iPhone 


Beyond iPod 





The makers of iPod face the tough challenge of repeating the same feat with 


iPhone. 


The decision to design the iPhone with 

a smartphone orientation catapults 

Apple into the mobile computing busi- 

ness and squarely against Microsoft and 
the Nokia N-Series. 

— John Jackson 

M:Metrics, VP and Senior Analyst to 

PDAStreet. 


ix years after Apple Inc., the firm 

founded and run by legendary 

Steve Jobs, rocked the consumer 
electronics market with its revolution- 
ary iPod, the portable digital music 
player, music lovers across the world 
found yet another reason to cheer on 
January 9, 2007, when Jobs announced 
the prologue of a fresh bonanza— the 
Apple iPhone. The announcement came 
on the heels of Apple Computer Inc.'s 
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move to peel off its "computer only" im- 
age by shedding the *computer" from its 
name, Analysts have cheered the move. 
Tim Bajarin, Principal Analyst with 
the consultancy firm, Creative Strate- 
gies, remarked, *This goes beyond 
smart phones and should be given its 
own category called ‘brilliant’ phones." 
Wall Street too cheered the launch by 
pushing Apple shares to $92.57, an all- 
time closing high, while knocking down 


the shares of rival firms, Treo-maker 


Palm by 5.7%, BlackBerry's Research in 
Motion by 7.9% and Motorola by 1.8%. 

The phone that has generated much 
hype is a tiny 135 gram gadget assem- 
bling three products—a revolutionary 
mobile phone, a widescreen iPod with 
touch controls, and a breakthrough 
Internet communications device with 


desktop-class e-mail, Web browsing, 
maps, and searching— all rolled into 
one small and lightweight hand-held 
device. The 3.5-inch widescreen display 
and a clever touch-screen technology 
prove its elegance over all other con- 
ventional smart phones, where the 
cumbersome keypads and tiny screens 
reduce the charm of navigating a music 
playlist. And if industry experts are to 
be believed, the iPhone, which costs be- 
tween $499 (base model with internal 
memory of 4 gigabytes) and $599 
(high-end model with internal memory 
of 8 gigabytes; same as LG's PRADA), 
is more likely to appeal to the high- 
end consumer segment, which com- 
prises of about 10% of the wireless 
phone market. 

However, skeptics have other 
thoughts. They believe that Apple's 
iPhone party could be spoiled if LG has 
its way. First, LG could have first mover 
advantage, while iPhone will debut in 
the US only in June 2007. With 
launches in other markets to wait till 
the end of 2007 or possibly in the begin- 
ning of 2008, LG is debuting PRADA, 
priced at 600 euros ($780), towards the 
end of February in the West while con- 
sumers in Asian markets will get it a 
month later in March. Second, iPhone 
does not justify the smartphone tag: It 
does not support open operating system 
(that means a user cannot download 
software of his choice using his iPhone). 
Also, replacing the dead battery will 
not be so easy; some say that changing a 
battery is cumbersome in the iPhone as 
a sealed design means the user has to 
send the phone compulsorily for a fac- 
tory service. Further, the replacement 
cost could be exorbitant; $100 vs. $25- 
30 (in the case of Palm). 

Another factor not in favor of the 
iPhone is that while in the case of iPod 
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it had taken much time for rivals like 
Microsoft and Sony to come out with a 
competing product (though without 
muca success), the much-touted iPhone 
is seeing a competitor already presert 
even before its debut. And then, there :s 
the controversy regarding the patert 
over the trademark, iPhone. California- 
based Cisco Systems, the network 
equipment giant, claims ownership of 
the trademark, “iPhone,” since 2000 
and Linksys, its subsidiary, has al- 
ready launched products under the 
iPhone brand. 


Innovation calling 

A few industry experts say that 
Apple's latest move is aimed at capi- 
talizing on the recent trend of the con- 
sumer electronics industry towards 
convergence. Bajarin says, "Cell 
phones are on track to become the larg- 
est platform for digital music play- 
back, and Apple needed to make this 
move to help defend its iPod franchise 
as well as extend it beyond a dedicated 
music environment." In fact, wireless 
operazors around the globe are working 
with music studios, phone makers and 
artists to try and figure out whether 
thev ean swipe a chunk of the digital 
music market that Apple has cracked 
open with its iconic iPod. Apple, the 
"think different" company, sensed the 
opportunity much earlier and re- 
sponded by assembling iTunes with 
Motorola's RAZR V3i, SLVR and 





Music Bytes 
IPsd's on Top 


Apple generates nearly half of its revenue from its 
music products...more than it makes trom the sale of Macs. 


(30 2006) 
PF 
7% 
16%) 
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ROKR E1. But the joint venture failed 
to rock the markets as it could contain 
only 100 songs and required users to 
buy songs through a computer and 
download the songs to the phone. The 
lackluster performance of ROKR put an 
end to such an endeavor and Motorola 
ended up with ROKR E2, where the 
built-in “iRadio” and SD memory card 
slot replaced iTunes. That bitter experi- 
ence taught Apple that a mere replica- 
tion or add-on of iPod is not enough to 
retain its dominance in an ever-chang- 
ing consumer electronics market. 

In the iPhone, Apple seems to have 
found the answer to the “what after 
iPod?” question. The sleek device, in 
Apple’s true “keep-it-simple” charac- 


teristic, distinguishes itself with an el- 
egant design and an innovative inter- 
face, where a 3.5 inch touch screen con- 
trol reduces the necessity to memorize 
keyboard commands and leaves more 
space to fit with the wide-screen dis- 
play, which works better while viewing 
a full-length movie. The screen can be 
viewed vertically or horizontally with 
photos and video automatically adjust- 
ing itself. Bajarin sounds optimistic as 
he observes, “This product is revolution- 
ary and is critical for Apple’s future suc- 
cess in the mobile music market. It 
could become the de facto standard in 
this space and will set a very high bar 
that competitors will have to deal with 
in the future.” Similar to all other 
smartphones like Motorola Q, RIM 
BlackBerry Pear] (T-Mobile), Palm 
Treo 750 (Cingular) and Nokia N80, the 
iPhone can connect to the Internet using 
Wi-Fi technology. But, unlike most cell 
phones, the iPhone offers a standard 3.5 
mm audio jack, which will work with all 
mainstream stereo headphones. More- 
over, Apple has got a new way out to 
make voicemail more interesting by in- 


troducing Visual Voicemail, which will 
not only facilitate the user to pick- up 
their preferred one from a wide collec- 
tion displayed on the screen, but is also 
expected to attract more non-voice rev- 
enue for Cingular (to be named AT&T 
Wireless soon and with which Apple 
has tied up). Further, the Mac OS X op- 
erating system that runs the iPhone 
seems to consume much less space 
worth about 500 MB in both of its vari- 
ants, 4 GB and 8 GB models. Hence, it 
will leave around 3.5 GB space for mu- 
sic, e-mail, and other storage on the 
base model, compared to Palm’s Win- 
dows Mobile version of the Treo 700 
with 128 MB storage capacity of Flash 
RAM or 64 MB of RAM available in the 


In case of iPod, it had taken much time for rivals 
like Microsoft and Sony to come out with a com- 
peting product, though without much success. 


Palm OS version. This would encourage 
users to fully utilize all the non-voice 
features and also help them do away 
with the need to insert additional Se- 
cure Digital (SD) memory card to have 
the same attributes; according to SD 
Card Association, SD cards link various 
kinds of digital equipment through 
their easy connectivity that supports a 
host of application formats and does 
not require the use of a PC. Analysts 
also expect that after taking a lesson 
or two from the previous experiment, 
the iPhone will come out without hav- 
ing any restrictions on how much of 
that memory can be chosen to fill up 
with media content, which the ROKR 
lacked. 


Rivals, listen! 
No question it will be disruptive... In 
terms of a pleasant and easy user phone 
experience, Apple has set the bar very high 
for Nokia, Sony Eriesson, Motorola and 
the rest. 
- Charles Golvin, 
Communications Analyst, 
Forrester Research. 
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INTERVIEW 


Apple has signaled with the iPhone that standalone MP3 players may be obsolete. 


How exclusive and technically sound is Apple 
Inc.'s new iPhone according to you? 

Not very! While this will make a good 
iPod follow on, the phone has many physi- 
cal problems it needs to overcome. It 
lacks a removable battery and has a com- 
paratively short battery life. It is over- 
priced given the features it has, and falls 
into one ofthe lowest volume categories of 
phone, and it is both relatively insecure 
and very likely to be stolen potentially 
compromising the identity of the person 
who loses it. LG has already announced 
the PRADA, which is very similar to the 
iPhone and there is an even better iPhone 
device tnat will be launched at 3GSM 
next week with better features, a smaller size, and 
much lower priced one that was partially developed in 
India and Israel. 


Given the phone's appeal to the high-end segment, do you see 
any drawbacks for this new innovation? 

Yes, this segment tends to just want things to work and 
generally favors appearance and small size over mas- 
sive number of features. 


Do you think that Apple with its iPhene can win the multi-pronged 
battle with Microsoft on one hand and Nokia, Sony Ericsson and 
Samsung on the other? 

If we add in the carriers who want to control the entire 





Rob Enderle 
Principal Analyst 
Enderle Group, San Jose, CA 





process, no! I actually don't think they 
will be able to pull this off this time. It's 
too much and even Sony bounced when 
they tried to do this. 


How do you view LG's response with its PRADA 
phone in this regard? 

It comes to the market first and could be 
in its second generation by the time the 
iPhone launches. 


Do you think that Apple Inc. is likely to win the 
legal battle against Cisco over the name 
"iPhone"? 

It seems unlikely; Cisco clearly had the 
name first and there is a company in 
Canada that was already using the same name there as 
well. 


Do you think that shedding of "Computer" from the name of the 
company will reflect the company s transition, from computers to 
other electronic gadgets, even better? 

Yes! This showcases the future for Apple which, increas- 
ingly, will have more to do with consumer electronic de- 
vices and less to do with traditional personal computers. 


Any other comments? 

Apple has signaled with the iPhone that standalone 
MP3 players may be obsolete, it would be ironic if the 
market moved and left Apple behind. 


Though the initial reactions from 
big players of the wireless handset mar- 
ket like Nokia, Motorola, and Samsung 
have been to dismiss those words of 
challenge. industry insiders believe 
that given Apple’s reputation and ruth- 
lessness (in pushing its products), such 
indifference could prove to be costly. Al- 
ready, Apple has announced that it 
aims to grab a 1% global market share 
i.e., 10 million units in the first year it- 
self; in fact, the figure could even be 
much higher if Apple succeeds in luring 
away young consumers away from rival 
smartphone makers. After the an- 
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nouncement of the iPhone, shares of ri- 
val firms fell sharply; in contrast, Apple 
gained. However, a few rivals are in the 
alert mode. A senior executive at 
Trolltech told JHT that the iPhone 
would challenge the market dominance 
of the London-based software maker 
Symbian whose clients include Nokia, 
Ericsson, Panasonic, Samsung, Si- 
emens and Sony Ericsson. According to 
an estimate by the British research 
firm Canalys, Symbian’s hand-held op- 
erating system accounts for 72% of all 
smartphones in the world; the Oslo- 
based Trolltech makes software for 


Motorola’s A-1200 Ming, the best-sell- 
ing smartphone in China, and the Sony 
Milo, a gaming device that includes 
Skype Internet telephony and chat func- 
tions. Giving further warning, the execu- 
tive told the US daily, “Apple has a good 
distribution network through its retail 
stores here in Europe. Symbian has 
ruled this market for a long time, but I 
think this is going to give the market a 
good push, which it needs.” However, 
some experts believe that Apple is too 
late to board the mobile phone bus. The 
mobile phone market is now close to two 
decades old and global biggies like 
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Nokia (with a market share of close to 
one-third at 32%), Motorola (20.6%), 
and Sony Ericsson (7.7%) are well en- 
trenched in the market, globally. Thus, 
challenging their hegemony would be a 
tough task for Apple. In fact, others like 
Leander Kahney of Wired News and the 
author of the books, The Cult of Mac 
and, The Cult of iPod, feel that history 
does not favor Apple. Kahney says in 
one of his articles that Steve Jobs has a 
history of developing devices that never 
see the light of day. "The first iMac was 
a disc-less Network Computer that was 
within a few months of the launch be- 
fore he decided there were too many 
problems, and the iMac should be a 
more traditional desktop. Jobs also ad- 
mitted that Apple built a prototype 
PDA, but decided not to release it. Like- 
wise, an Apple branded 'Internet ser- 
vice', which he killed because it wasn't a 
viable business." Andy Brannan, the 
Executive Vice-President for sales and 
customer operations at Symbian, says, 
"Actually, I think Apple could be doing 
us a favor. What their new phone may 
do is fuel greater adoption of 
smartphones, which would of course 
benefit us more than it would Apple." 
Andy Brannan told JHT that 
Apple's iPhone was not a threat to 
Symbian's market-leading operating 
system, which is available in more than 
100 versions and now on 100 million 
devices. The reason for this confidence 
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stems from the fact, says the daily, that 
though Symbian is a proprietary sys- 
tem, it provides so-called “open-source” 
tools to a 5,000 strong community of de- 
velopers who create applications, up- 
dates and improvements. And this al- 
lows the company to adapt more quickly 
to changes in consumer sentiment than 
Apple, whose iPod, iTunes and iPhone 
software is closely held by Apple and 
closed to manipulation by outside de- 
velopers. 

Samsung, the Korean handset gi- 
ant, too sees this as an opportunity to 
increase sales of its NAND flash 
memory chips, and "they will also con- 
tinue to introduce a variety of special- 
ized function phones in the multimedia 
area" as was declared by Kim Jeong- 
han, Senior Vice-President of Samsung 
electronics. The Korean electronics ma- 
jor though can foresee a steep competi- 
tion ahead, but in a different way it con- 
siders it as a prospect that will fuel the 
sale of high-end multimedia phones. 
Samsung has launched the GSM ver- 
sion of its F300 Ultra Music on Decem- 
ber 2006, which with a large display 
and a touch pad for accessing the music 
players menu has made its debut in 
Asia. Not to be left behind, Motorola is 
also on its way to unwrap a new music 
phone, the MOTORIZR Z6 in April 
2007, which though is scheduled to op- 
erate in conjunction with MTV's Urge 
music store, can play tracks down- 
loaded from any pay-per-track or 
PlaysForSure subscription site, as well 
as ripped MP3 and ACC files. Having 
an edge in handset making, Motorola's 
advance release in Asia, where iPhone 
will reach as early as in 2008, may 
prove to be painful for Apple. On the 
other hand, Anssi Vanjoki, the Head of 
the multimedia unit at Nokia, the cur- 
rent dictator of the world of handsets, 
sees it as "Quite an interesting product, 
but it is lacking a few essential fea- 
tures, such as 3G, which would enable 
fast data connections". While Pekka 
Pohjakallio, Nokia's Vice-President of 
Nseries thinks that “It is not a threat, 
although of course it is hard competi- 
tion, but that usually makes you per- 
form better yourself." 
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Growth (%) 
Vendor % share 2006 02'06/02'05 
Total 100.00 55.50 
Nokia 47.70 34.90 
Motorola 8.40 185.40 
RIM 6.20 31.90 
Sharp 6.10 3795.80 
Palm 6.00 7.00 
Others 25.60 64.40 
Source: Canalys estimates, canalys.com Ltd., 2005-2006 


However, it is LG that has believed 
more in action than words and has been 
fast gearing up for debuting its PRADA 
phone, featured with a large three inch 
touch screen, a two megapixel camera 
and a multipurpose media player, and 
plans to release it in February 2007 in 
Europe in order to counter iPhone's late 
entry in this region. But, critics argue 
that the tri-band GSM version of 
PRADA cannot pose any immediate 
threat to Quad-Band iPhone, as it is not 
compatible to the US home market. 
Moreover, while a group of analysts iden- 
tify that a lesser than internal memory 
and an inferior screen resolution coupled 
with its base on microSD card slot are 
expected to make PRADA KE850 a mi- 
nor competitor, others see iPhone as a 
perfect combination of features and us- 
ability, which PRADA lacks. 


A few glitches 

Nonetheless, the iPhone maker has 
some issues to resolve. First and fore- 
most, the 4 GB and 8 GB models of 
iPhone, costing $499 and $599 respec- 
tively, are eyeing the premium and, 
thereby, a narrow segment of the mobile 
market. Experts say that such a high- 
end strategy of Apple in the fiercely- 
competitive handset market raises se- 
rious doubts about the firm's ability to 
win market share. Though analysts like 
Avi Greengart of Current Analysis appre- 
ciate the phone's design, they anticipate 
that iPhone “will have very little impact 
on the business community." 
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In a more blunt criticism, John 
Strand of Copenhagen-based research 
frm Strand Consult, told IHT, “Apple is 
branding the iPhone like a Ferrari, and 
they are putting a price tag on it like a 
Ferrari, but when consumers look under 
the hood, the engine is a KIA.” 

Another issue is that since Apple’s 
iPhone will be sold exclusively through 
Cingular wireless, the customers with 
other US providers will need to switch 
te Cingular to have a taste of Apple’s 
latest device. “In a worst-case scenario, 
the switch could cost as much as $236 
plus the cost of the iPhone ($499 or 
$599) plus monthly voice and data ser- 
vice (as low as $78 together),” warns 





Gene Munster, Senior Analyst at Piper 
Jaffray. He also believes that the 
iPhone's prices will have to come down 
to the $399 mark and future models 
will address more price-sensitive mar- 
kets, which in effect will reduce Apple’s 
profit margin. 

A group of analysts hint on the 
multi-pronged battle with Microsoft’s 
Zune on one hand and Nokia. Sony 
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Ericsson and Samsung on the other, 
and feel that the iPhone may not be able 
to take on them gracefully as the 
Cupertino-based company does not 
have any expertise in mobile making. 
They argue that no more do music 
phones sound novel today and Microsoft 
already has the advantage of having 
Windows Mobile 5.0, which gives the 
widely-accepted Windows applications 
environment and a strong gaming capa- 
bility to Zune vis-a-vis the iPhone, 
which uses a less attractive OS X oper- 
ating system and Safari browser. The 
market research indicates that the es- 
tablished handset makers like Palm 
and Research In Motion, who have got a 


Despite initial apprehensions over the iPhone, 
Apple fans believe that nothing is impossible in 
today’s fast-changing consumer electronics 
environment, thanks to the “convergence” effect. 


strong foothold in premium-end mar- 
kets with hand-held devices like the 
Treo and BlackBerry are now seeking 
space in the mass market with afford- 
able yet multiple featured handsets 
like Treo 680, Pearl, which are priced 
competitively under $200. As a result, 
they are much more likely to appeal to 
everyday users and to a relatively larger 
segment of the population, which may 
force Apple to rethink its strategy. 
Again even with sound technical 
background, unlike PRADA-KES50, 
iPhone has a non-removable battery 
with a relatively limited battery life, 
which supports five hours for calling or 
video and 16 hours in music mode. 
Moreover, while launching in an ever- 
changing market like Europe, Apple’s 
unavailability in the CDMA version, 
3G incompatibility and lack of wire- 
less downloading system are not likely 
to help the company much. Experts 
opine that any expansion to other car- 
riers would have broadened Apple’s 
addressable market beyond Cingular’s 
58 million subscribers, but well-known 
subscribers like Verizon Wireless may 
not choose to have iPhone in their port- 


folio, simply because Apple demands 
full control over the distribution of its 
product. 

Nevertheless, a major glitch re- 
mains over the brand name itself. 
Apple will not be able to market its 
new device under the trademark 
iPhone, until it can settle the legal 
battle over the name “iPhone” that is 
owned by Cisco since 2000. The case 
centers on whether Apple’s phone could 
confuse shoppers looking to buy Cisco’s 
iPhones, a technology known as Voice- 
over Internet Protocol to make free 
long-distance calls over the Internet. 
Analysts expect a victory for Cisco as 
they think “Cisco’s argument will hold 
water,” as is echoed by David Radack, 
Chairman of the Intellectual Property 
Department at Pittsburgh-based 
Eckert Seamans Cherin & Mellott 
LLC. However, of late, both the compa- 
nies have agreed to extend the time for 
Apple to respond to the lawsuit to al- 
low for discussions between the com- 
panies with the aim of reaching an 
agreement on trademark rights and 
interoperability. 


Invincible Apple 

Despite initial apprehensions over the 
iPhone, Apple fans believe that nothing 
is impossible in today’s fast-changing 
consumer electronics environment, 
thanks to the “convergence” effect. In 
such a backdrop, the fate of a particular 
product is hard to predict until and un- 
less it gets the real taste of dirt. Rob 
Enderle, Principal Analyst, Enderle 
Group, comments, “Apple has signaled 
with the iPhone that standalone MP3 
players may be obsolete. It would be 
ironic if the market moved and left 
Apple behind.” Surely, as the world 
moves further towards convergence mo- 
bile entertainment is predicted to be- 
come big business for mobile operators, 
estimated to be worth US$23.1 bn in 
2007 and increasing further to US$38.1 
bn by 2011. That could be music for 
Steve Jobs and his fruit of innovation 
called Apple.m 


- Amit Singh Sisodiya and Madhuparna Chakraborty 
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NBFCs 


Back from the Brink 


x 





After having fallen into oblivion in the recent past, Non-Banking Financial 
Companies (NBFCs) are now showing signs of revival. Is it for real? 





BFCs, which dominated 
the Indian financial sector till 
late 1990s, went into a near 

oblivion as they found the going tough in 
the wake of a series of scams that 
threatened to give a deadly blow to the 
sector. However, things could change for 
better as a host of banks including for- 
eign as well as domestic are planning to 
enter the segment. 

The product diversification helped 
them bring more borrowers into the for- 
mal credit nets. The key strength of the 
NBFCs has been the easy access to the 
customer. Unlike the banks, NBFCs 
maintained regular contact with the 
customer through constant interac- 
tions. They also set up offices in areas 
which are not inhabited by banks; 
thus, benefitting from the last mile 
credit delivery. 
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Remarkable surgence 

In the late 1990s, NBFCs witnessed 
scams such as CRB, thereby RBI 
started regulating deposit-taking 
NBFCs. They are under stringent regu- 
lations like prudential limits and capi- 
tal adequacy requirements just like 
banks. Under this regulatory regime, 
two kinds of players have emerged; 
some small players take the regulatory 
arbitrage over the banks and other 
players are large, asset-focused NBFCs 
with specialized skills in credit inter- 
mediation like M&M Finance, DBS 
Chola, Sundaram Finance and Shriram 
Transport Finance, ete. On the other 
hand, Citibank and GE built large 
consumer-focused asset portfolios 
with the total asset base of Rs. 11,000 cr 
as of March 2006. The active 
disintermediation of credit markets 


has also helped NBFCs to thrive in the 
current environment. 

The Indian NBFCs have chosen 
niche areas to grow. For instance, 
Shriram Transport Finance is a leader 
in the used commercial vehicle financ- 
ing business, while Mahindra Finance 
leads in tractor finance along with 
Chola and Sundaram which command 
a strong position in financing commer- 
cial vehicles. Tata Motor Finance is 
starting an NBFC to take over the auto- 
mobile financing business. 


Advantage NBFCs? 

In contrast to the banks, the NBFC busi- 
ness model is characterized by very close 
customer interaction and relationship, a 
deep understanding of customer needs, 
wider and specialized branch network, 
and low-cost infrastructure. Focus on the 
last-mile credit delivery and category 
knowledge has allowed NBFCs owner- 
ship of customer segments. Hence, they 
are in a better position to evaluate risk 
and price accordingly. However, the high 
cost of funds seems to be the biggest dis- 
advantage for NBFCs over banks, which 
have access to low-cost deposits. Hence, 
NBFCs rely more on the public deposits 
and market borrowings to fund their bal- 
ance sheets. However, the number of 
NBFCs taking the public deposits had 
decreased significantly to 386 as of Sep- 
tember 2006 compared to 776 in March 
2001. Proportion of public deposits in 
the NBFC balance sheets has come 
down to 48% of the net worth. The bulk of 
the balance sheets have been funded by 
the market borrowing and bank funds. 
Borrowings accounted for almost 65% of 
total NBFC liabilities as of March 2006. 
Non-convertible debentures were the 
single largest component of borrowings 
at around Rs. 8,171 cr as in March 2006. 
Bank borrowings accounted for a signifi- 
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cant portion (over 37%) of total borrow- 
ings of the sector. Given their high credit 
ratings and low Non-Performing Asset 
(NPA) levels, funding has never been 
much of a problem for large NBFCs. 

Interestingly, 17 NBFCs, with a de- 
posit size of Rs. 20 cr or more, controlled 
close to 80% of the total deposits, while 
the remaining deposit-taking compa- 
nies held 20% of total deposits. On the 
loan side as well, the asset holding pat- 
tern continued to be skewed. The RBI 
report says that 24 NBFCs, with an as- 
set size of Rs. 100 cr and above, con- 
trolled 92.7% of total assets of all 
NBFCs, while the share of the remain- 
ing 439 NBFCs was less than 8% of total 
assets by the end of March 2006. How- 
ever, the financial performance of 
NBFCs accepting deposits was poor for 
the fiscal ending March 2006 compared 
to the previous year. Their combined net 
profit declined by 73% to Rs. 152 er as 
against Rs. 572 cr in the previous year. 
The RBI report adds that this is due to 
the decline in margins and higher expen- 
diture. Some NBFCs that do not accept 
deposits but have an asset size of above 
Rs. 100 cr have reported good profits. 
Their combined profits aggregated 
Rs. 4,301 cr for March 2006 and Rs. 2,682 
cr for June 2006, which is more than half 
for the full year of March 2005-06. 


Regulatory clout 

NBFCs have been emerging as strong 
competitors to banks. Though banks and 
NBFCs complement each other, both 
enter one another's niche segments. 
NBFCs are entering personal finance, 
insurance and other services, which are 
considered to be bank strongholds. At 
the same time, banks have been enter- 
ing NBFC territories such as commer- 
cial vehicle financing, which is consid- 
ered to be a high yield and high risk seg- 
ment. As competition between banks 
and NBFC shoots up, the pressure on 
yields may lead to the emergence of a 
hybrid model. Sridhar, Managing Direc- 
tor, Shriram Transport Finance Ltd., 
says, "Banks and NBFCs complement 
each other by leveraging on the strengths 
of each other. While Banks have access 
to abundant low-cost funds, NBFCs 
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have access to customers in profitable 
market segments. By collaborating with 
NBFCs, banks can increase their profit- 
ability even as the relationship allows 
NBFCs to play the volume game and 
grow their balance sheet size." 

In the recent past, RBI came forward 
with a road map for liberalization of the 
Indian banking industry. Foreign banks 
were permitted to take the NBFC route 
for their growth till 2009, after that they 
would be free to acquire Indian banks or 
open new branches with fewer restric- 
tions. According to the new draft norms, 
even those NBFCs which do not accept 
public deposits will have to adhere to a 
10% capital adequacy requirement, 
while for NBFCs accepting deposits it 
would range from 12-15%, depending on 
the amount raised. 

Foreign banks like Citibank and 
Standard Chartered Bank have been 
running NBFCs successfully for a long 
time now. SocGen has acquired the 
Apeejay Finance recently. It plans to use 
this entity to expand its consumer finance 
operations by extending loans to buy au- 
tomobiles and consumer durables. Many 
of these foreign banks like SocGen are 
looking at the NBFC model to ramp up 
their presence in India as there are cur- 
rently no branch restrictions in this model 
as against the branch banking model. 
However, Sridhar says, “Recently, the 
Apex Bank came out with a fresh set of 
guidelines, which clearly laid out that for- 
eign banks would not be allowed to adopt 
the NBFC approach to growth. In keeping 


with its proactive approach to regulation, 
RBI appeared to have reviewed its policy. 
Now with closing of the regulatory arbi- 
trage on leverage and restriction on open- 
ing of branches, foreign banks are less 
likely to venture in a big way with their 
NBFC plans.” 

The SME segment offers huge oppor- 
tunity to NBFCs. While banks talk about 
SMEs, they are equipped to handle only 
the better organized and very profitable 
medium-scale companies. Several small- 
scale companies’ credit needs are still to 
be met. They have great growth plans, but 
banks lack the flexibility to cater to their 
needs. Sridhar opines, “Security backed 
lending is not appropriate to meet the 
needs of start-up and small companies. A 
new approach that relies less on security 
and more on trust requires a deep under- 
standing of risks. Such lending is in the 
nature of venture funding. The bank’s cost 
structure does not allow them to get into 
many small-size deals. The reward for 
making such transactions is very high. 
The deal sizes are also similar to the 
other deals that NBFCs have tradition- 
ally been comfortable with.” Shriram has 
partnered with UTI Bank, Citibank and 
Merrill Lynch to help them in originating 
assets and managing portfolios. 


Outlook 


NBFCs have been searching for new av- 
enues for further growth and certainly 
have a long-term role to play, if they get 
regulatory treatment on par with the 
banks. Going forward, the larger 
NBFCs will be converting into banks 
and small players may stay in the busi- 
ness for some more time. As NBFCs 
have specialized knowledge in local 
markets, it would help them in further 
expanding the consumer finance mar- 
ket. In the days to come, discovering 
and making available credit to credit 
starved segments of the economy would 
continue to define the success of 
NBFCs. However, the real action can be 
seen after 2009 as foreign banks are al- 
lowed to enter, which would completely 
change the business landscape.m 


- N Janardhan Rao and Ravi Babu Adusumilli 
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Indian Textiles 


Losing Momentum? 





Dismantling of quota regime which promise to unleash Indian textiles on the 
world map is, however, yet to deliver. 





r the first time, after disman- 
tling quota restrictions im tex- 
tile exports, the Indian textile 

industry is facing fierce competition 
from Asian countries. 

Though, in 2605, China and India 
recorded an impressive growth in tex- 
tile exports, the growth momentum 
slowed down considerably in 2006. 
Other Asian countries such as Indone- 
sia, Pakistan, Bangladesh and Viet- 
nam recorded high growth rates post- 
ing a dramatic surge in their exports to 
the US markets. The import curb on 
certain categories by the US in Janu- 
ary 2006 under a special WTO dispen- 
sation was the major reason behind 
the slackening textile exports from 
China; whereas. in India's case, it is 
the lack of competitiveness in the syn- 
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thetics segment. Growth rate of Indian 
textile exports to the US apparel mar- 
ket has declined during January-Sep- 
tember 2006 to 10.75%, compared to a 
growth of 30.56% in April-October 
2005. Moreover, there has been a sub- 
stantial dip in unit value realization 
too. 

Currently, India has a share of 5% 
in both the US and EU textile and gar- 
ment markets—3-4% in synthetics 
and over 10% in cotton textiles. De- 
spite indirect tax structure in the tex- 
tile industry for the past three years, a 
host of other factors are hampering 
India’s international competitiveness. 
High cost of synthetic raw materials 
attributable to an effective 15% im- 
port tariff, and power and inflexibility 
in labor management are the principal 


reasons for India losing out on the com- 
petition in western markets. The US 
and EU markets have been dominated 
by the synthetics segment, which ac- 
counts for 60% of the apparel market 
in these countries. Due to high raw ma- 
terial prices, Indian exporters have be- 
come weak in synthetic and blended 
textiles and clothing. Besides, the high 
import duties have been hampering 
the usage of syntactic and man-made 
fiber in India. With the high cost of 
synthetic inputs—they are much 
cheaper in China and Indonesia— 
India’s growth in the US and EU mar- 
kets gets virtually restricted to the cot- 
ton textiles market where it has al- 
ready got a reasonable market share. 
According to a status paper prepared 
by the textiles ministry, exports are 
estimated to touch Rs. 81,616 cr in 
2006-07, up from Rs. 75,621 cr in 
2005-06 and Rs. 63,024 cr in 2004-05. 
Together, the US and the EU account 
for 62% of India’s textile exports. 


New horizons 

Indian textile companies, across prod- 
uct categories (apparels, denim, home 
textiles) are today in the process of ex- 
pansion and deepen their footprint 
and access global markets. In the pro- 
cess, several Indian companies own 
textiles units in the US, Europe and 
central Asia either through Greenfield 
investments or by acquiring the exist- 
ing facilities. North India- based 
Vardhman Group, Ginni Filaments, 
Abhishek Industries and Spentex In- 
dustries are looking to acquire spin- 
ning mills in Central Asian countries. 
Being closer to huge markets is the 
prime objective behind all these acqui- 
sitions; as also, to benefit from better 
production economy from plants lo- 
cated in the Central Asian and South- 
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east Asian countries. Global retail gi- 
ants like Wal-Mart, JC Penney, Gap 
and branded apparel marketers such 
as Calvin Klein, Lacoste and Sara Lee 
have been attracted to India for the 
resourcing. 

In addition to acquisitions abroad, 
Indian companies are forming alli- 
ances and joint ventures with their glo- 
bal counterparts which have strong 
front end capabilities. The strategic 
rationale behind these alliances are 
aimed at accessing global markets, 
tap technological knew-how, design 
skills and branding and retailing abili- 
ties. For instance, Welspun India has 
taken stake in Christy and Raymond's 
has partnered with overseas textile 
houses such as UCO NV, Belgium and 
Gruppo Zambaiti, Italy. In the retail- 
ing side too, Indian companies are in- 
creasing the number of outlets. 
Raymond's is reasonably successful 
with their brands such as color plus 
and companies like, Welspun and 
Himatsingka are taking steps towards 
branded apparel stores. 

Import curbs on China by the US 
and EU in certain segments has 
opened up additional trade opportuni- 
ties for India and is likely to gain mar- 
ket share in categories such as cotton 
knit shirts, where volumes have 
doubled. While China has a major edge 
in attaining economies of scale by vir- 
tue of competitive bulk production. In- 
dia has advantages in terms of flexibil- 
ity to adopt new designs faster and 
supply even smaller crders. China has 
already been supplying machinery tc 
major Indian manufacturers. They 
heve been supplying raw materials to 
Indian companies. India can offer its 
design capabilities and finishing skills 
to create synergies with Chinese 
manufacturers, 


Dampening the growth 

Textile sector is the key to both India 
and China from the overall economic 
development perspective. While China 
enjoys technology and pricing edge over 
India, the gap is expected to narrow as 
the Indian textile industry is expected 
to get technologically upgraded in the 
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next couple of years. As most of the 
units are in the small-scale sector 
Indian players are unable to compete 
with China. In order to improve com- 
petitiveness of Indian textiles industry, 
the textile ministry has already ap- 
proved 26 textile parks under the 
Scheme for Integrated Textile Parks 
(SITP). Many of the parks are in various 
stages of implementation. Besides, the 
government has recently approved an- 
other 24 parks at a cost of Rs. 1,000 er. 
The textile ministry also wanted SEZ- 
like benefits for SITPs and a full SEZ 
status for four out of the 26 parks. Big 
companies having direct access to retail 
stores are trying to get into local tie-ups 
where non-critical jobs could be 
outsourced to small and medium en- 
trants in the adjoining areas. This en- 
sures that the big companies remain fo- 
cused towards customers and their re- 
quirements. 

Currently, the Indian textile indus- 
try has a size of $46 bn. To increase its 
size to $85 bn by 2010 needs invest- 
ments of $31 bn and at least $8 bn of 
this should be FDI to avail themselves 
of the funding under Technology 
Upgradation Fund (TUF), which offers 
loans at 6% subsidy and due to expire 
in March 2007. Hence, most of the com- 
panies have timed their expansion 
plans after FY2004, which, has led to 
peaking in capex garments in the tex- 
tiles sector in the last two years. These 


benefits will occur FY2008 onwards as 
the investments in the sector have al- 
ready been made, or in last leg of 
completion. Investments are esti- 
mated to touch Rs. 33,000 er in 2006- 
07, of which Rs. 25,000 cr will be made 
through the TUF Scheme. Indian com- 
panies should upgrade their textile in- 
frastructure to compete globally and 
the government has to help the indus- 
try in rationalizing the tax structures 
for sourcing textile equipments. It 
needs to attract aggressive foreign in- 
vestment in the entire textile value 
chain from not only the US and EU 
companies, but also from those of Ko- 
rea, Taiwan and China. 

The major concern for textile com- 
panies is slowdown of the home tex- 
tiles market, for which India is the low- 
cost producer for the US and European 
markets. Indian companies have made 
substantial capital expenditure to in- 
crease the capacities, but have failed 
to realize the volumes in 2005. Compe- 
tition from Pakistan and Turkey would 
hamper this segment’s prospect. On 
the other hand, companies have been 
slow in ramping up the apparel capaci- 
ties to garner orders from buyers who 
are diversifying from China. India’s in- 
flexible labor laws have been a barrier 
to investment, besides a drop in denim 
prices as a result of excess capacity 
built in 2005. Having a surplus produc- 
tion of cotton may not be sufficient to 
meet the global demand. Hence, for 
some time now, prices remain high im- 
pacting the operating margins. 

Going forward, exports as well as 
domestic markets are expected to 
drive future growth in the industry. In 
the exports front, the large outsourcing 
orders by retail giants as part of the 
de-risking strategy and imposition of 
caps on certain import segments from 
China by the US and EU have opened 
up opportunities for India. On the 
other hand, a growing young popula- 
tion, rising household income levels 
and organized retail would help in ex- 
panding the domestic market. = 


- N Janardhan Rao and Ravi Babu Adusumilli 
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Turnaround Trail 
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Despite coming dangerously close to flirting bankruptcy, GM—the world's 
biggest carmaker—promises to be back on track soon. 





GM's North America turnaround 
plan moved faster and further than 
people expected a year ago. 

— Rick Wagoner, 
Chairman and CEO, 
General Motors 


fter years of turmoil, things 

suddenly look bright for Gen- 

eral Motors. The world’s largest 
carmaker kicked off 2007 with a slew of 
positive news. First, it won the “Car and 
Truck of the Year” awards at the North 
American International Auto Show, for 
the first time in its history, beating its 
bete noire, Toyota. While its Saturn 
Aura emerged as the top car model, 
ahead of Toyota Camry which ruled the 
US car market for eight years; the 
Chevrolet Silverado, one of the GM’s 
biggest money-spinners, won the “Truck 
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of the Year” award. “The aura is an im- 
portant step in our ongoing product revi- 
talization plan, and this award is proof 
that our efforts are paying off," said a 
top company official. This was the first 
time that a car from GM's stable got the 
top honors, thereby ending a lull of al- 
most a decade since its Corvette model 
won this award in 1998. Many dubbed it 
as a promising re-emergence for GM, 
which could be bad news for rivals, par- 
ticularly the other two of the Big Three: 
Ford and Chrysler. “After GM’s near 
brush with death, they got their act to- 
gether and become a more formidable 
force. That’s more dangerous for the 
other domestics than the international 
automakers,” David Cole, Chairman of 
the Center for Automotive Research, 
told CNN in an interview. And the De- 
troit major is moving fast to extend its 


dominance over the US markets. In or- 
der to strengthen its presence in the hy- 
brid vehicles market where Toyota’s 
Prius rules the roost, GM recently 
launched its first car with electric mo- 
tor in its Chevrolet Volt Sedan, though 
it is years away from hitting the mar- 
ket. “Taken together, the Volt’s debut 
and the car and truck award signal that 
GM is beginning to reap the benefits of 
a turnaround plan that includes mas- 
sive job cuts and plant closures,” stated 
Aaron Bragman, Automobile Analyst, 
Global Insight, as quoted on MSNBC 
website. Absolutely so, as its fabulous 
achievement at the Detroit show now 
proves to plug the gap with its Asian 
rivals. 

In another positive development, 
the company, during 2006, success- 
fully trimmed $9 bn in fixed costs, i.e., 
about $2,000 from every car it sold, ex- 
ceeding its target of $6 bn reduction, 
and is looking ahead to cut even more. 
As part of GM's restructuring, nearly 
30,000 workers were laid-off and its 
North American production capacity 
was cut down by close to one-third. 
Narrowing the gap further with its 
closest competitor, GM is now stan- 
dardizing its manufacturing practices 
across the globe. And, to top it all, its 
Saturn model, which debuted in 1990 
as GM's answer to small car of rivals 
(read: Toyota) and had once been a hot 
brand for the company, however, be- 
came, what Forbes called “the meta- 
phor for all of GM’s ills” just two years 
ago, is now leading the revival. "It's a 
no-excuses product lineup," said Bob 
Lutz, GM's Vice-Chairman for Global 
Product Development, in an interview. 
“I told the sales and marketing guys if 
this lineup doesn't work, I’m out 
of ideas," he was quoted as saying 
further. 
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INTERVIEW 


As our business and products continue to improve, we anticipate that the 
public's perception of GM will become more positive as well, which wilt 


translate into additional sales. 


After a string of bad performances, GM has 
turnaround with strong sales with a major 
contribution coming from outside US. While its 
sales dropped in the US, how do you see the 
performance of GM and its sustainability in the 
long run? 

Peter Morici: In North America, GM suf- 
fers from higher costs than Asia and Euro- 
pean transplants operating here. These 
stem from higher wages, burdensome work 
rules and higher healthcare costs, over and 
above those imposed bv legacy cos:s for re- 
tirees. GM needs a new labor contract that 
aligns labor costs with Toyota, cr it will 
continue to shrink until it either goes 
through Chapter 11 or disappears alto- 
gether. 

Tom Wilkinson: Our sales outside the US are strong: GM 
is the No. 1 automaker in China, the world's fastest-grow- 
ing automotive market. Sales in Europe and in our Latin 
America-Africa-Mideast region are on the rise, and we con- 
tinue to see tremendous growth opportunities in India, 
Kcrea, Russia, Brazil, the Middle East, the Andean region, 
and other emerging markets. 

In the US, we're in the process of stabilizing market 
share, and our sales are increasingly being driven by popu- 
lar new models, such as our fuli-size SUVs, the Saturn 
Aura mid-size sedan, our trio of erossovers (GMC Acadia, 
Saturn Outlook and Buick Enclave) and the Saturn Vue 
Green Line hybrid. We anticipate the upcoming 2008 
Chevy Malibu and Cadillac CTS will contribute to this 
growth, as well. Additionally, we will debut four new hybrid 
models this year, more in a single year than any other 
manufacturer. 

In 2006, new launches accounted for 30% of GM's US 
retail sales volume and we expect the number to rise to 
about 40% in 2007. We believe our strengthened product 
lineup is key to GM's performance and sustainability going 
forward. 
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What are the reasons for its continued poor show 
in the US market? 

Peter Morici: High labor costs and bu- 
reaucratic management; consequently, 
GM cars lack the content and engineering 
of its Asian competitors. 

Tom Wilkinson: The US vehicle market 
is particularly challenging. It is the most 
open and competitive market in the world, 
with almost every carmaker in the world 
vying for a share. We also face volatile 
crude oil prices, a softened housing mar- 
ket, and escalating healthcare costs. 

Yet after a number of difficult quarters, 
our US retail sales are improving as we 
strengthen our divisional brands with a stronger focus on 
design, technology and quality. We know we must exceed 
our customers’ expectations in all of these areas to succeed. 

We also are in the process of changing the factors that 
led to our sales slide. Last year, for example, we cut struc- 
tural costs by $9 bn on a running-rate basis, significantly 
reduced costly incentives, decreased less-profitable rental 
fleet sales, overhauled our marketing, and introduced the 
best warranty of any full-line automaker. In addition, we 
are globalizing our product development system to in- 
erease efficiency, improve product execution and build 
more compelling vehicles at lower cost. 

As our business and products continue to improve, we 
anticipate that the public’s perception of GM will become 
more positive as well, which will translate into additional 
sales. 


According to you, what are the challenges GM still faces (like 
healthcare cost and pension cost)? 

Peter Morici: GM must move from a benefits defined pen- 
sion plan to a contributions defined pension plan, align 
healthcare benefits with those offered by competitive com- 
panies like Toyota, and limit its healthcare expenses for 


| Chartered Financial Analyst : 


ee cs wo ILI eee 


its retirees. Beyond those, GM must rid it- 
self of cumbersome work rules imposed by 
the UAW contract, streamline its white 
collar workforce, and develop a more open 
and creative management culture. 

Tom Wilkinson: Healthcare remains our 
No. 1 challenge. We are the largest private 
purchaser of healthcare in America, cover- 
ing 1.1 million employees, retirees and 
their dependents. Rising healthcare costs 
make US businesses, particularly 
automakers, far less competitive in the 
global marketplace, because our foreign competitors do not 
shoulder these costs. 

We continue to work aggressively on healthcare solu- 
tions on many fronts, with providers, in communities, with 
employees on prevention and wellness activities, with our 
unions and in the public policy arena. Our recent agree- 
ment with the UAW to reduce healthcare costs is a signifi- 
cant step. However, GM and its unions cannot solve this 
issue alone, and other actions are needed to fix the 
healthcare system. We must all work together to find solu- 
tions: Business, labor, consumers, the healthcare industry 
and government. 

Pensions are another challenge, but at this time, we 
have fully funded our pension program. We also froze our 
US salaried-pension plan at the end of 2006, replacing it 
with a fair but lower-cost plan. This was a difficult but a 
necessary decision. 


What kind of strategies do you foresee for GM to fend off its rivals, 
especially Toyota? 

Peter Morici: GM will continue to cut costs and capacity. 
Initially, it will appear to succeed, because Ford is in much 
worse shape. However, once Ford goes through Chapter 11, 
the heat will be on GM even more than it is now. 

Tom Wilkinson: Our focus at GM today is on fully leverag- 
ing our global scale and scope, on sharing best practices 
and ideas from around the world, and operating our busi- 
ness as an integrated global company. As a result, we're 
now running most of our key functions globally, such as 
product development, manufacturing, power train, pur- 
chasing, and so on. 

Having one global product development team, for ex- 
ample, leads to crisper product execution, shorter life 
cycles, better quality, lower cost, and a focus on making 
GM, once again, a design-driven company able to respond 
to customer preferences and demand. 
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This is one of the most profound 
changes taking place inside the company 
today, and one that will enable us to com- 
pete much more effectively today and in 
the future. The Chevy Aveo, the new Sat- 
urn Vue, the Saturn Astra and the 
Pontiac G8 are just a few of the new ve- 
hicles that will result from this way of de- 
signing, engineering and building cars 
and trucks. 

Additionally, developing cars and 
trucks with industry-leading fuel 
economy and reduced emissions is the key to our business 
success. Our strategy focuses on energy diversity; we be- 
lieve the best way to address the issue of oil dependence is 
with a variety of energy sources, such as hybrids, electric 
plug-ins, biofuels and fuel cells, and we are making 
progress in all of these areas. 

For example, we sell 23 models with an EPA-esti- 
mated 30 mpg or higher on the highway, more than any 
other automaker. Over the next few years, we'll launch a 
dozen hybrid models, including upcoming versions of the 
Saturn Aura and Chevy Malibu mid-size sedans and 
Chevy Tahoe and GMC Yukon full-size SUVs. We also 
have 594 hybrid transit buses on the roads in 47 US and 
Canadian cities. 

Right now, we have more than 2 million E85-capable 
vehicles on the road, and we're working to expand the avail- 
ability of the E85 ethanol blend across the nation. We're 
also developing a new V-8 turbodiesel engine to improve 
fuel-efficiency by 25% in GM light-duty trucks. On the fuel- 
cell front, we’re launching a test fleet of 100 fuel-cell pow- 
ered Chevy Equinox crossovers this year. 

Finally, we recently announced that we will produce a 
Saturn Vue Green Line plug-in hybrid, which could achieve 
double the fuel-efficiency of any SUV, and in January we 
unveiled the Chevrolet Volt concept sedan powered by a 
novel electric propulsion system that can deliver 40 city 
miles of pure electric vehicle range. 


What is your future outlook? 

Tom Wilkinson: While there remains much more work 
ahead, a new GM is beginning to take shape: A leaner, 
faster company with a passion to create the finest cars and 
trucks in the world, with the best design, engineering and 
technology. Our goal is to structure GM for sustained prof- 
itability, growth and success in the ever-more-global auto 
industry. 
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That emphasis has ensured the re- 
turn of aura for Saturn Aura as it has 
been receiving rave reviews from auto 
experts and car buyers alike. The sig- 
nificance of this range for GM can be un- 
derstood from the faet that last year. 
while GM’s sales fell by 8.7%, Saturn 
managed to grow at 6%. Now, the smal! 
brand that used to call itself “A Differ- 
ent Kind of Car Company”, boasts of a 
lmeup that’s almost completely new, 
with no models older than 20 months, 
says Forbes. In fact, the competition is 
daing good to GM as it is waking up to rev 
up its car brands as well; the company 
ignored cars to focus on lucrative trucks 
and SUVs segments, however, faced stiff 
challenges from rivals. Yet again, it is 
not just the Saturn which is being given a 
spruce-up, rather a whole range of cars 
from Camaro Convertible, which was 
once one of the most famous brands in 
the US is making a robust comeback 
now. Also, Chevrolet Malibu, a type of 
saloon which once ruled the market in 
that category, is gearing up to take on 
Toyota Camry, Cadillac CTS and Buick 
Enclave— Buick's first luxury crossover. 
According to The Economist, all these 
face lifts imply that the Detroit major is 
regaining its edge in design. 


Accelerating momentum 

Buoyed by these developments, the 
company hopes to return to profitability 
in the fourth quarter of 2006, the re- 
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sults of which are yet to be declared. 
And if that happens, it could be a big 
relief for the company that was almost 
flirting “bankruptcy” just a year ago. 
Critics say that the Kirk Kerkorian, the 
rebel investor, who held a substantial 
stake in the company before he sold out, 
however, not before making enough 
statements against the top manage- 
ment before the press (he threatened 
that either GM wakes up or it would 
face severe cash crunch in three years!) 
and even went on to seconding a three- 
way alliance with Renault and Nissan, 
too played a role in galvanizing the 
automaker's top brass. 

GM noted significant improvement 
during the year 2006 as it sold more 
than one million trucks, crossed 274 
rise in sales of SUVs and launched new 


The competition is doing good to GM as it is 
waking up to rev up its car brands as well. 


models, to name a few, all pointing to- 
wards a strong consumer acceptance. 
"We have had a very positive reaction to 
our newest vehicles, including the 
Chevy Tahoe, GMC Yukon and Cadillac 
Escalade full size utilities and the Sat- 
urn Outlook, GMC Acadia and Buick 
Enclave mid-size crossovers," claimed 
Wagoner, GM's boss. Adding to it, Mark 
LaNeve, Vice-President, GM North 
American Sales, Service and Market- 
ing, said, "We're optimistic that our 
newest generation of products will con- 
tinue to drive revenue growth and brand 
image.” In fact, its novel products— 
GMC Sierra and Chevrolet Colorado 
models— were launched 13 weeks 
ahead of the anticipated period. 

And more positive news keeps pour- 
ing in. According to Autodate Corp, dur- 
ing December 2006, GM led the show 
with 24.6% market share, leaving be- 
hind Ford with 17.5%. Toyota posted 
market share of 15.4% for the year, sup- 
planting DaimlerChrysler, with 14.4% 
as the No. 3 automaker in the US. Also, 


its European division sales rose by 
4.8% with a market share of 9.3% dur- 
ing November 2006 and sales rose by 
17,102 vehicles touching the 1.85 mil- 
lion for the first 11 months, ending No- 
vember 2006. Sales in Russia improved 
by 72% during the same period; in fact, 
it's a great success, since, Russia was 
one of its major targets for growth dur- 
ing the year. And, its premium brand 
"Saab" recorded 11% pick-up in sales in 
Europe and 6% up globally for the pe- 
riod of 11 months. According to the 
Goldman Sachs, GM would be seeing 
strong earnings in the next two quar- 
ters. "GM's outlook and strategy update 
at the Detroit auto show on January 11 
(2007) reinforced our expectation for 
positive earnings momentum in the 
fourth quarter of 2006 and the first 





quarter of 2007," said Robert Barry, an 
Analyst with the firm, in his report. “It 
is truly exciting time at GM, because 
every few weeks, we get to show off all 
new models that reinforce the fact that 
we're not only back in the car market, 


GM's Five Kev Priorities for 2007 


> Stay focused on the North 
America turnaround; 

> Continue to drive aggressively in 
emerging markets, such as 
China, Brazil, Russia and India; 

» Maximize the benefits of run- 
ning the business globally; 

> Build on GM's comprehensive 
advanced propulsion strategy; 
and 


» Continue to improve business 
results, especially improved 
earnings and cash flow. 


Source: GM 
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we're back with the intention to lead it. 
The common thread linking all of these 
great new products is our renewed com- 
mitment to design excellence and tech- 
nclogical innovation," boasted Troy 
Clarke, President of GM, North 
America, in a press release. 

The performance in the US and Eu- 
rope markets has been supported well 
by equally encouraging results in the 
other markets like Asia. The company's 
Asia-Pacific sales grew by 17.9% over 
2005, selling 1,254,615 vehicles. By 
crossing the one million mark once 
again, GM's market share rose from 
5.8% of 2005 to 6.4% by the end of 2006 
in the region. China remained GM's sec- 
ond largest market after the US, while 
its SAIC-GM-Wuling joint ventures (a 
joint venture of Shanghai Automobile 
Irdustry Group Company, General Mo- 
tors and Wuling Automobile Co) re- 
ported an increase of 31.8% over 2005, 
selling 876,747 vehicles. Further, GM 
created a record by exporting 1,397 487 
units of complete vehicles and Knock- 
down kits from Korea, up by 33.1%. Its 
sale of Daewoo (rose by 19.2%), Tosca 
Sedan and Winstorm SUV accounted 
for more than 36% of the total vehicles 
solc in the Korean market. Nick Reilly, 
GM Group Vice- President and Presi- 
dent of GM Asia- Pacific, said, “Our op- 
erazions in China, Korea continued tc 
drive GM's vehicle sales in the world's 
fastest growing region," to Finet News. 


54 | March 2007 | 


In India, it swayed the market with 
Chevrolet models of Aveo, SRV and 
Aveo U-VA, which lifted its sales by 
15.4% YoY with 34,552 unit sales. It re- 
mained No. 2 seller in Australia, de- 
spite a drop in sales. “We benefitted 
from positive reception from many of 
our new offerings, including the VE 
Commodore in Australia, the Buick 
LaCrosse and Chevrolet Lova in China, 
the GM Daewoo Winstorm and Tosca in 
Korea and the Chevrolet Aveo in India 
and Thailand,” Nick told Finet News. 
While the numbers are not alluring 
when compared to the global competi- 
tors, yet GM is much healthier amongst 
the Detroit’s Big Three. While both GM 
and Ford are trying to recover from 
losses, GM is stepping towards revival; 
Ford is grappling with a record $12.7 bn 
loss. Further comparison shows that 
while GM reported an operating profit 
of $2 bn, Ford posted operating loss of 
$2.6 bn during the period of 12 months 
ended October 2006. John Hoffecker, 
Managing Director, AlixPartners, said, 
“They have to get a sales turnaround 
before they can stabilize their cash situ- 
ations, They can’t continue to lose mar- 
ket share,” as quoted in Detroit Free 
Press. And now the news of GM explor- 
ing possibility of acquiring the em- 
battled Chrysler has suddenly shifted 
the attention on the biggest of the Big 
Three. A section of analysts wonder how 
two beleaguered giants could make a 
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happy living. More importantly, they 
say that by shifting focus on Chrysler, 
the danger is that GM could lose sight of 
the main issue—its turnaround. 


Barriers remain 

Despite its ongoing recovery plan to 
stem losses, some of GM’s teething 
troubles remain. GM, which was once 
known for its Sport Utility Vehicles 
(SUV) that fetched higher margins, is 
now battling for sustainability with 
surging fuel prices—its SUVs are still 
not known for fuel-efficiency. The situa- 
tion gets further worsened by the fact 
that all along while rivals focused on 
green fuel, GM failed to pay attention to 
the shifting demands towards fuel-effi- 
cient cars and luxury segments. Indeed, 
its over-thrust on SUVs at the cost of 
other models had a severe impact on its 
revenues, also allowing Asian rivals to 
capture the market with their fuel-effi- 
cient vehicles. 

Consequently, it had an uninter- 
rupted loss of market share in the US. 
From a market share of nearly 60% dur- 
ing early 60s, it has fallen to 24.6% 
presently. To add to the woe, Toyota is 
now dangerously close. The Japanese 
rival earned record profits in 2006 and 
extended its streak of uninterrupted 
profits into its eighth straight year. In 
the process, it also came close to unseat 
Ford as the second largest automaker 
in the US, though it narrowly missed 
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the opportunity. While Toyota grew its 
sales by 8%, in contrast, GM posted a 
fall in global sales from 9.17 million in 
2005 to 9.09 million in 2006. Indeed, 
Toyota's major gains came from the 
North American region. Analysts at- 
tribute the Japanese car major's success 
over Detroit's Big Three, to fuel-efficiency 
and low maintenance costs for its ve- 
hicles. Also, the Big Three continue their 
gigantic existence with the unavoidable 
legacy costs (that include healthcare and 
pension costs), which have been eating 
into their bottom lines. 

However, for Toyota, it's not going to 
be an easy task to dethrone GM as the 
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world's No. 1 carmaker. Along with suc- 
cess and size, it too is now faced with 
problems generally associated with big- 
ger firms. If critics are to be believed, 
though Toyota has an edge over the com- 
petitors, its major competitive advan- 
tage comes from a weaker yen rather 
than its quality. And they warn that 
this can create perception of unfairness 
among its customers and political class 
in other countries. Further, they say 
that one should not forget the fact that 
its major healthcare costs are borne by 
the government. However, with Toyota 
planning to open its plant in the US, it 
could be grappling with the same issues 
(labor-related), which its Detroit rivals 
are facing. More importantly, however, 
are the quality-related issues which 
forced Toyota to recall thousands of ve- 
hicles, globally, owing to defects. Last 
year, USA Today reported that Toyota 
had to recall 367,594 SUVs, including 
hybrids, in the US, because some loose 
clips from the floor carpet cover could 
obstruct the functioning of the accelera- 
tor pedal. The vehicles involved in the 
recall were premium models like Lexus 
Toyota Highlander SUVs. The company 
also had to recall about 420,000 ve- 
hicles globally, including some Echo 
and Prius models sold in the US, over a 
faulty engine part, an US daily re- 
ported. "The faulty part is the latest in 
a string of problems requiring recalls by 
Toyota, raising doubts over whether the 
automaker can maintain quality stan- 
dards amid booming sales," com- 
mented the report in the US daily. 


Hope floats 
Back to GM, analysts say that it is for 
the first time in years that GM could see 
itself moving in the right direction, 
thanks to the slew of restructuring mea- 
sures. "This represents a major first in 
achieving aggressive global target of re- 
ducing structural cost to 25% of rev- 
enues by 2010", said Wagoner. Earlier 
to this, it reduced 24% of structural cost 
of revenues in 2005 and 29-30% of glo- 
bal revenues in 2006 and expects to im- 
prove it further in 2007. 

Nevertheless, skeptics doubt the 
sustainability of GM's nascent turn- 





around. "There can be no turnaround at 
General Motors until the automaker 
stops losing market share. What is true 
is that the GM cars and trucks are get- 
ting better, and that GM is trimming its 
losses. But it's no turnaround until the 
market share stops dropping," warned 
Herry Flint, Forbes quoted its former Se- 
nior Editor as saying. Nonetheless, the 
company said that it is increasing its 
capital spending by $1 mn with focus on 
turnaround execution and improve its 
earning and cash flows. Further, it will 
be focusing on emerging markets like 
China, India, to further its growth while 
emphasizing on low-cost production, ad- 
vanced technologies along with hybrid 
models, across the world. However, all 
eyes will be on how GM defends itself in 
its home territory —the North American 
market. However, even its bitter rival 
admits that the giant is back on the 
track. "You just go down the list of things 
to do right that they're doing, and to 
some extent you have to do those right 
things and then you hold on and you wait 
for the rain to stop.... And I think the 
rain is starting to stop, Jim Press, Presi- 
dent of Toyota Motor North America, 
told in an interview, in a reference to 
GM's turnaround progress. *Overall, 
there is a lot more work to do, but we 
stand today in a much more favorable 
position that we did just 12 months ago," 
said a confident Wagoner. Surely, hope 
floats abound for the world's biggest 
carmaker.g 


- Amit Singh Sisodiya and Kavitha Putta 
Reference # 01M-2007-03-11-01 
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LG Electronics India 


Blue Ocean Bandwagon 
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Can the new strategy give the Korean Chaebol's Indian subsidiary the 
X factor it needs to place itself on the trajectory of fast growth and, equally 
importantly, fend off competition from blue-blooded rivals like Sony and 
compatriot Samsung? 





f you cannot beat your rivals, don't 

join them. Rather, make them ir- 

relevant —that's the essence of the 
management strategy, popularly 
known as the “Blue Ocean Strategy”. 
Hence, when LG Electronics India, a 
subsidiary of Korean electrorics giant 
LG, announced to follow the footsteps 
of its parent, which is implementing 
this stretegy in its subsidiaries, world- 
wide, it marked a strategic shift in its 
long-drawn approach of being a mass- 
marketer, which enabled it to win mar- 
ket share and mindshare in the Indian 
market. However, of late LG India has 
been failing to sustain its leadership. 
Through its new strategy, the company 
hopes that it will not only capture new 
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and unexplored markets, but also con- 
solidate its market leadership in fast 
growing segments of consumer elec- 
tronics, home appliances, and mobile 
handset markets. Armed with its new 
strategy, LG India plans to double its 
sales volume and profit by 2010 
with 30% of its sales volume and 50% 
of its profit coming from Blue Ocean 
products. 

The Korean major, which made a 
failed attempt in 1993, re-entered in 
1997, only to emerge as a formidable 
player in India's fast expanding elec- 
tronics market. Having learnt its les- 
sons well, in its second foray, the com- 
pany went on to acquire leadership in 
several segments of the electronics 


market in the country. Within a decad 
Kwang Ro Kim, the then MD of LGEI 
was instrumental in making the India 
subsidiary, a giant worth $2 bn. Hov 
ever, after being on the fast track « 
growth for long, the company has, in re 
cent times, been finding it hard to repl 
cate its past success. This became ay 
parent when last year, it indicated thz 
it would miss its ambitious target « 
$3 bn (Rs. 15,000 cr) in sales expecte 
to be touched by 2010. In fact, it orig 
nally had planned to achieve this fea 
by 2007 itself. However, its failure t 
meet its revenue target, by a huge R: 
500 cr (Rs. 7,500 cr vs. Rs. 8,000 er) i 
fiscal year 2005, came as a majo 
shocker and probably forced the mar 
agement to redraw its growth strategy 


Diet LG! 


However, the decision to embark on th 
Blue Ocean Strategy preceded a serie 
of events which prompted the India 
subsidiary to toe its parent's line. Afte 
witnessing a strong surge in growth an« 
market share, LG Electronics India be 
gan to notice that in the process it ha 
also put on a lot of flab. The realization 
dawned when Kim was on a busines: 
trip to Indonesia, couple of months be 
fore he relinquished his role at LC 
India. Kim found that LG’s Indonesiar 
operation, which though is essentialh 
export-focused and has a different busi 
ness model, was equally productive a: 
its Indian subsidiary, however, wit 
less than half of the workforce (read 
executives); while Indonesian subsid 
iary managed with only 50 managers 
their number in India was as high as 
120. This led Kim to initiate a major 
layoff which saw many top level execu: 
tives exiting the company. Besides, he 
also went on to merge some of the re- 
gional branches to cut costs. The com: 
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INTERVIEW 


The primary objective behind adopting the Blue Ocean Strategy is to create 
"Untapped Market Space" and "Opportunity for higher profitable growth". 


What is the rationale behind LGEIL adopting the Blue 
Ocean Strategy in India? 

Gabor George Burt: LG is adopting the Blue 
Ocean Strategy (BOS) in India as part of its 
global strategy. LG has set ambitious growth 
targets for both revenues and profits for which 
BOS provides the blueprint for achievement. 
While other strategic concepts tell companies 
how to survive or realize incremental growth in 
well-defined, over-saturated markets (which 
we call “red ocean" market space), BOS gives a 
framework for breaking away frem the compe- 
tition to achieve high customer value and prof- 
itability simultaneously (which we call “blue 
ocean” market space). 

More specifically, India has market attributes that make 
the application of BOS especially compelling: It is a vast and 
rapidly evolving market, so the business potential is ample 
over here. Indian consumers are very sensible and closely con- 
sider product attributes before purchase; so real product dis- 
tinction is important. 

Furthermore, LG has a strong position in almost every one of 

its product categories in India which would be difficult to maintain 
and expand, unless a strategy of continuous innovation is adopted. 
And lastly, LG is looking at India not just as a market destination 
but also as a production and export base. Therefore, adopting the 
right strategy and accompanying internal culture will help LG to 
build a strong international center of operations in India. 
M B Shin: The concept of the Blue Ocean Strategy as adopted by 
LG Electronics worldwide, lies in strengthening business capa- 
bilities and streamlining business structure thus being able to 
achieve the “Global Top 3 by 2010". The primary objective be- 
hind adopting the Blue Ocean Strategy is to create “Untapped 
Market Space” and “Opportunity for higher profitable growth” by 
finding new ways to cut cost and grow revenues. 





What are the areas you see them to cover under this strategy? 

Gabor George Burt: So far, the product area which seems to 
have received the most media attention is consumer electronics. 
However, I think LG’s intent is to apply BOS across all product 
areas, be it in consumer electronics, home appliances, IT or GSM, 
in order to double worldwide sales by 2010. 

The idea of setting ambitious overall goals and using BOS 
across all product areas makes good sense. It signals that inno- 
vation and growth is not the expected responsibility of one area or 
department, but rather it’s a company-wide, collective effort that 
brings to life the creative potential of all employees. BOS works 
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M B Shin 
Managing Director, LG India 


best when it becomes an integral part of a 
company's core philosophy and culture, so that 
employees are continuously asking questions 
such as: *How can we turn customers into 
fans?”, or “How can we innovate our value 
proposition?" or "What can we do to attract 
non-customers?" 

M B Shin: The five key areas which will be cov- 

ered under the strategy are products, business 

model, work, system and human resources. 

a Blue Ocean Products are products and 

services which create a differential value for 

the customer, thus opening up vast, new mar- 
kets to drastically improve profitability and 
market share. 

» Blue Ocean Business Model is one that focuses the efforts of 
the company on providing differentiated value to customers. 

» Blue Ocean Work refers to raising job efficiency in order to do 
the same amount of work in half the time, therefore allowing 
us to reduce time used on low-value work, while concentrat- 
ingin the work which is most directly related to performance. 

s Blue Ocean System is one which makes it possible to in- 
crease work efficiency and create outstanding results. 

» Blue Ocean People refers to people who use their strong 
winning spirit and creative mentality to create outstanding 
performance. 


Do you think that the strategy will help LGEIL to sustain its leadership? 
Gabor George Burt: Absolutely. While there is no such thing as 
a magic formula of success, BOS does provide a systematic way of 
identifying and creating high growth opportunities. LG is looking 
not just to maintain its leadership position in India, but to con- 
tinue to grow, and to transition from a mass brand to a premium 
one. These goals require an approach of continuous, high-impact 
innovation, which is very well in line with the focus of BOS. 

M B Shin: Yes, the Blue Ocean Strategy will definitely help 
LGEIL sustain its leadership position. LG Electronics is in an 
industry which is continuously moving towards an era of 
customization and convergence of products. This convergence has 
increased the level of competition among companies, thus creat- 
ing an environment in which "only the fittest survive". 

LG will be entering new segments and markets, aiming to 
create uncontested market space and thus strengthen its 
overall capabilities to deliver quality premium products, en- 
hancing its offering to consumers around the world. Through 
the adoption of this policy, LG plans to launch products or 
services which create or significantly increase its market 
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shares and profit by offering differentiated values in view of 
customers. 


What are the stumbling blocks which you consider they have to confront with 
to achieve this goal? 

Gabor George Burt: I would mention two stumbling blocks. The 
first is internal. BOS is all about letting go of traditional market 
assumptions and taken-for-granted market boundaries. This de- 
tachment allows for the liberating exploration 
of market opportunities that lead to blue ocean 
discoveries. Therefore, the stumbling block here 
is shedding the traditional red ocean mindset of 
competition benchmarking. LG’s success will in 
large part depend on the commitment of its ex- 
ecutives and openness of its employees to pur- 
sue the blue ocean philosophy. 

The other stumbling block is external. In- 
novation by definition is disruptive, because it 
changes the way something was done before. 
For innovation to be successful, the target cus- 
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appeal that is soon replaced by another concept. However, there 
are strong indications that Blue Ocean Strategy has lasting im- 
plications and staying power, as demonstrated by its unprec- 
edented international appeal and wide application. The reason 
is that BOS provides an intuitive, visual, and easy to use frame- 
work that not only makes sense of the business world’s chaotic 
progression, but enables companies and customers to simulta- 
neously benefit from it. 
M B Shin: LG believes that great people make 
a company great. By emphasizing teamwork 
and creating a fun environment for the employ- 
ees, LG has laid the foundations to build a 
great company. Our ideal employees are cre- 
ative, highly productive and thriving on chal- 
lenges. The technology leadership position that 
LG now enjoys is a direct result of the people 
who have always placed “we” before “I” and 
faced challenges with a *can-do" attitude. 

We have an attrition rate of 4-5% which is 
much lesser than the industry average of 8%. 


tomers must fully understand and embrace I ndn i 
its benefits. So the external stumbling block to Blue Ocean Strategy How do you grade LG vis-a-vis other competitors like 


confront is market acceptance. A quote by 
American journalist/author Virginia Postrel perfectly captures 
how to overcome this stumbling block: “The most successful inno- 
vations are the ones that we stop noticing almost immediately." 
So you want to continuously create market innovations that are 
not seen as disruptive but rather are completely compatible with 
the lifestyle of target customers. 

M B Shin: The Blue Ocean Strategy is a theory adopted by LG 
Electronics worldwide and to put this into practice on a global 
level is one of the greatest challenges for LGE. 


How do you view the high attrition rate and its impact on Blue Ocean Strategy? 
Gabor George Burt: The subject of attrition relates to Blue 
Ocean Strategy in several ways. Firstly, in terms of corporate 
expectations from the internal innovation process. A central 
theme of BOS is creative, unconventional thinking, which is all 
about exploring the unknown and stepping outside the comfort 
zone. Companies today, with the most successful innovation 
processes, recognize that failure of some ideas play a big part in 
the overall success of the innovation process. Therefore, they 
actively encourage their employees to take chances and to expe- 
rience failure, which they know will lead to future successes. 
Put another way: To increase your rate of success, you have to 
increase your rate of failure. 

Secondly, attrition speaks of the need for the continuous prac- 
tice of BOS. Some companies may come up with a very blue ocean 
strategy, then sit back and watch the competition catch up and 
suck them back into red ocean. This is not a sustainable high- 
growth strategy, and will lead to attrition. Instead, companies 
need to continuously re-invent themselves to stay in the blue. 

And thirdly, attrition can be talked about regarding manage- 
ment concepts in general. There is the notion that management 
concepts have a rather limited shelf-life, a flavor-of-the-month 
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Samsung, Sony, Whirlpool, Nokia and Motorola? 
Gabor George Burt: It would be hypocritical to make outright 
comparisons among these companies, since Blue Ocean Strategy 
prophases not to benchmark the competition. So I don’t want to 
give the impression that such comparisons are the right measure 
of success. In fact, there are examples of major players in certain 
industries, all successfully pursuing BOS in parallel, such as the 
leading banks in the South Korean banking industry. So maybe 
the more appropriate question is not how do direct competitors 
score against each other, but rather how does a whole industry 
score versus another in terms of blue ocean results. 

That being said, of the competitors, Samsung has been the 
most advanced user of BOS, to the point that they have a rigor- 
ous, company-wide innovation process which is focused on BOS. 
In this respect, they are certainly a good example to emulate. 

It's also noteworthy that LG has become one of the most 
publicly vocal companies about its strategic pursuit of BOS. This 
of course may be part of the strategy itself: To signal to all em- 
ployees, customers, business partners and competitors alike 
that LG is fully committed to creating blue oceans. 


Any other comments? 

Gabor George Burt: One parting comment: It is useful to take 
a step back and ask, what is the common link among all the 
companies that are successful in creating blue oceans? To me the 
answer can be distilled down to two words: Lifestyle enrichment. 
Companies, including LG, that understand that they are not in 
the business of selling certain products or services, but rather in 
the business of delivering lifestyle enrichment to customers, are 
the ones that prosper. Blue Ocean Strategy helps to instill this 
perspective, and once it takes root, a company can continue to 
stay highly relevant to customers, drive lifestyle changes, and 
continuously create blue oceans. 
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pany merged its branches at Amritsar, 
Guwahati, Silchar, Rajkot and Udaipur 
with other branches. 

A section of analysts believe that 
Kim knew that unless he cuts flab and 
shifts gears, the mass marketing 
strategy would soon strain its margins 
and bottom line. The concerns were not 
invalid though. The Korean major was 
facing the heat in the mobile handset 
market from mobile giant Nokia as 
well as a reinvigorated Motorola, and 
arch rival Samsung. Also, it had to face 
significant challenges in the home ap- 
pliances and consumer durables mar- 
ket from Whirlpool, Sony, and 
Samsung. No doubt, the rising compe- 
tition is beginning to take a toll on the 
company’s sales growth. The 
company’s revenue growth has been 
dropping consistently since 2004 on- 
wards: It fell sharply from 44% in 2004 
to 15% in 2005, and then to 10% in 
2006. The situation at the parent com- 
pany too was not good and necessi- 
tated making a shift in strategy to sus- 
tain growth. LG’s operating profit mar- 
gin shrunk more than half, from 5% in 
2004 to 2.3% in 2006. 


Betting on “Blue” 

The idea was first explored by W Chan 
Kim and Renee Mauborgne in their 
book Blue Ocean Strategy: How to Cre- 
ate the Uncontested Market Space and 
Make the Competition Irrelevant, 
where they referred Red Ocean as the 
frequently accessed market space 
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where competition is based on price. 
The Blue Ocean Strategy, in complete 
contrast, refers to venturing into an 
uncharted territory hitherto undiscov- 
ered, which for LG means “an epoch- 
making move to strengthen business 
capabilities and streamline business 
structure in the five arenas of prod- 
ucts, business models, work, systems 
and human resources”, as the com- 
pany declared. 

To bring the Blue Ocean into prac- 
tice, in February, last year, LGEIL 
formed a core team in India, named 
“Blue Ocean Strategy Department”, 
comprising of three people, taking two 
officials from its Home Appliance di- 
vision. The strategy is aimed at strad- 
dling across other product categories 
like mobile phones and personal com- 
puters, where the company is on the 
way to enlarge its distribution net- 
work, and introduce more phone/PC 
models with the latest technology and 
an easy customer interface. 

The move to adopt Blue Ocean 
Strategy is seen as an ambitious drive 
to resurrect LG globally. The strategy 
aims at designing in order to exploit 
opportunities, so far untapped; either 
within the present segments of LG or 
outside, where there is zero or negli- 
gible competition. However, critics 
doubt whether such a strategy can 
fetch the desired rewards in the In- 
dian market where it succeeded owing 
to its tailor-made strategy. Initially, 
the company focused on strengthening 


The Invincible 
Market share: LG vs. Others 
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its brand’s recognition by concentrat- 
ing on health consciousness and excel- 
lent service, while on the other hand, 
carrying on innovation of low-priced 
products across categories like color 
televisions, refrigerators, air-condi- 
tioners, microwaves, washing ma- 
chines for middle income people. “It 
works both ways for us. We not only 
achieve higher sales, but economies of 
scale also in the bargain, helping us to 
keep affordable price tags on our prod- 
ucts. It is not a price warrior strategy 
as the industry likes to put it,” ex- 
plains Girish Rao, Vice-President — 
Sales and Marketing, LGEIL. Soon 
the company was able to establish 
clear leadership in segments like color 
TVs (26.6%), microwave ovens 
(37.2%), washing machines (28.8%) 
and, DVD players (24.3%). 

But as the Indian electronics mar- 
ket is growing at a CAGR of 23% and 
expected to reach $40 bn mark by 
2010, the transnational giants like 
TCL are coming with a handful of new 
range of products, bringing prices fur- 
ther down, which poses a serious chal- 
lenge for LG. And, the revival of 
Sanyo-BPL joint partnership, where 
they decided to market their brands 
separately with BPL focusing on the 
volume segment and Sanyo to concen- 
trate on brand value, only adds to the 
fear. Surprisingly, LG, even after suc- 
cessive price cuts and cost reduction 
to achieve volume growth, finds it 
tough to sustain profitability. The 
company’s operating profit slid down 
almost in all segments from digital 
appliances (-9.1%) to digital media 
(-83.8%) to mobile communications 
(-60%). 

Not to mention the digital display 
unit that registered an acute loss in 
2006 in sync with the fact that the 
LCD arm of the LG group, LG Philips 
LCD—a joint venture between LG and 
Philips — posted an operating loss of 
KRW 177 bn (US$190 mn) in the 4^ 
consecutive quarter. Admittedly Ron 
Wirahadiraksa, the CFO of LG 
Philips LCD, said, "We are now at a 
crucial inflection point. Without addi- 
tional measures relating to product 
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mix, cost, and productivity, we will not 
be able to deliver value to our share- 
holders". Though the company did 
much in maintaining healthier inven- 
tory levels and reducing costs at an 
expedited rate, they did not help ar- 
rest profit erosion. 

The other side of this strategy en- 
tails a complete realignment of the 
management to make the company 
more customer-centric as well as cost 
competitive. Under this strategy, the 
company has merged three categories 
of home appliances, viz. washing ma- 
chine, vacuum cleaner and microwave, 
with its refrigerator business to form 
a new “Kitchen Appliances Business 
Group". Y V Verma, Director (HR), 
LGEIL, said, “The idea behind the cre- 
ation of the kitchen appliance group 
was to bring synergy. We wanted to 
club all the product categories whose 
purchase decision is made by the 
housewife”. Making a shift from the 
“health” platform, the company now 
focuses on the “health plus” front, and 
will sell entire range of home appli- 
ances products under the “Intello” 
umbrella. The company is also looking 
forward to center on high-end products 
like Whisen range of wall-mounted 
air- conditioners (Rs. 50,000 and 
above), Dios refrigerators (Rs. 65,000 
and above) and X-Canvas plasma TVs 
(Rs. 100,000 and above). Nonetheless, 
the company is planning to foray into 
retailing with a range of premium 
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products like, high-end LCDs, plasma 
televisions, notebooks, PCs and also 
the premium end of air-conditioners. 
But the change in strategy (to- 
wards Blue Ocean) has raised many 
eyebrows as it retrenched a number of 
top executives of the company and 





caused uncertainty among the rest. 
But Kim, who sees it as “creative de- 
struction”, explained the move as, “We 
never wanted to change people. What 
we wanted was a change in the way of 
thinking and if one individual couldn't 
bring that change we made some 
changes." 

Nonetheless, despite the initial eu- 
phoria, a section of experts doubt 
whether the high-end strategy chosen 
by LG can lead the company to *Blue 
Ocean", especially amidst competition 
from innovation-driven, smart rivals 
like Samsung and Seny. Further, given 
the fact that LG's success so far has 
been scripted by its success in rural 
areas and mass market products and 
also that 70% of the rise in income 
comes from middle income groups of 
India, especially from rural areas, the 


new strategy may not be able to deliver 
the desired result. Also, the exit of Kim 
has also prompted skeptics to doubt 
the success of its new mission. To add 
to its woes, Apple Computer has come 
out with its long awaited iPhone, 
which, as market research reveals, will 
reduce the market share of all high-end 
players. Experts feel that LG needs to 
build a brand like Sony's Walkman or 
Apple's iPod for turning over a new 
leaf. 


Taking the plunge 
“In this ever-changing flux in the mar- 
ketplace, there is sufficient elbow 
space and window of opportunity for 
every new company which understands 
consumer needs, wants and aspira- 
tions better and can put its act to- 
gether to deliver the same through its 
products/services", feels L H Bhatia, 
adviser with Sanyo-BPL. 

Optimists hope that LG, which 
has proved itself globally with a few 


Making a shift from the "health" platform, the 
company now focuses on the "health plus" front, 
and will sell entire range of home appliances 
products under the "Intello" umbrella. 


top-selling Blue Ocean novel products 
like the Qiblah phone, the world's first 
mobile handset with Qiblah indicator 
which points in the direction of Mecca; 
the TV refrigerator; the Swarovski 
Crystal refrigerator; and the bag-less 
range of vacuum cleaners, is likely to 
replicate its success in India as well. 
Another fact which boosts the Indian 
subsidiary's chances is that, LG tasted 
huge success with its KG90 handset in 
countries like China and Malaysia, 
where it began its journey with 
“affordability strategy". With chang- 
ing lifestyle and rising income levels, 
the stage is set for the global giant's 
local operation to take the plunge.m 


— Amit Singh Sisodiya and Madhuparna Chakraborty 
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With the pharma giant's dream of rocking the US market, it's to be seen 
whether this Indian company can materialize its big dreams. 





Revenues from expanded market 
reach, new product flow and acquisitions 
have kicked in. I believe Ranbaxy is well 
positioned to gain.from the opportunities 
emerging in the global generics space. 

-Malvinder Singh 
CEO and Managing Director, 
Ranbaxy Lab 


or Ranbaxy Laboratories, 

India's top drug maker by sales, 

it was yet another move to- 
wards becoming a truly global player as 
it announced splendid performance for 
the fiscal year 2006, with robust sales 
across markets of US, BRICS, Africa, 
Latin America, Middle East and the 
Asia-Pacific. This comes as a big relief 
for the drug major, as it has had to face 
tough times in the recent past owing to 
several patent-related cases in devel- 
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oped markets like the US. The com- 
pany, which is currently the 10" largest 
generics drug maker in the world, aims 
to be among the top five, globally, with 
revenue of $5 bn by 2012. To achieve 
that objective, Ranbaxy continues to 
push its acquisition-led growth strat- 
egy, which saw it clinching a string of 
deals last year alone, snapping compa- 
nies from Spain to Italy, Belgium to 
South Africa. Thus, it acquired the un- 
branded generics business of AllenSpA 
(a division of GlaxoSmithKline) in 
Italy, made an outright purchase of Ro- 
manian generics maker Terapia and 
Ethimed NV in Belgium, and recently 
Be-Tabs in South Africa. 

Besides, Ranbaxy has recently 
signed a new multi-year R&D agree- 
ment with GSK. Under this new agree- 
ment, which is the expansion of the 


terms of their strategic alliance signed 
in 2003, the Indian drug maker will gar- 
ner over $100 mn in payments for a 
product developed by it and subse- 
quently launched by GSK. “I believe the 
agreement with GSK is pathbreaking 
and acknowledges the higher level of 
R&D maturity prevalent today in our 
state-of-the-art labs in India", explains 
the CEO. The company is also focusing 
on streamlining its costs and underly- 
ing organizational structures to achieve 
greater efficiencies, in tune with the dy- 
namics of a fast changing global market 
player. 

Presently, it is engaged in a battle 
with compatriot Cipla and rivals from 
other nations to acquire the generics 
business of German firm Merck KGaA. 
If the New Delhi-based firm can clinch 
the deal, it could go a big way in cement- 
ing its position as the top generics 
maker, globally. And such optimisms 
are not misplaced. Pharmaceutical in- 
dustry analysts say that with escalating 
healthcare costs in developed markets 
like the US and Europe, and a growing 
ageing population, which could further 
push the demand for medicines, generics 
promise to be a big hope for such mar- 
kets. Ranbaxy's recent performances too 
vindicate that. Malvinder Singh, the 
CEO ofthe $1.3 bn worth Ranbaxy, is in 
a hurry to meet the target of $2 bn in 
sales by 2007 and $5 bn by 2012. 


Generics — Prescription for 
growth! 

It is the generics and generics alone 
that is driving drug companies the 
world over, especially from emerging 
markets as more and more drugs are 
either going off patent or about to go in 
near future. This is posing big challenge 
to the Big Pharma, comprising of drug 
giants like America's Pfizer, British 
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GSK and Swiss Novartis. Citing &n es- 
timate by the IMS, The Economist says 
that the global generic-drugs marxet is 
worth nearly $60 bn and well over half 
its pills and potions are sold in America 
anc Britain. By 2009. a dozen of today's 
tcp 35 branded preseription drugs will 
lose their patent protection. It adds 
that the global drugs industry's annual 
sales are about $300 bn and that some 
30% of it will be attacked by generics in 
America alone over the next five years. 
It is no doubt, why generics mavericks 
lise Ranbaxy are getting war-ready to 
aztack this segment worldwide. 

And Europe has emerged as a coun- 
terbalance to reduce risks from the 
highly lucrative but competitive US 
markets, the biggest in the worlc. Do- 
mestic pharma companies, which are 
on an acquisition binge in the European 
market, are paying high premium for 
generic pharma companies, sparking 
speculation that Indian companies are 
getting aggressive in carving out a niche 
in Europe. However, some industry ana- 
lysts express concern that in their zeal 
to strengthen their presence in Europe, 
many Indian firms might be overpay- 
ing. For instance, according to a report 
in the ET, some acquisitions during the 
first quarter of last year were priced at 
least 2-3 times the net revenues of the 
acquired company; although that is 
much below the global trend of abeut 12 
times of EBDITA. 

However, a section of experts sug- 
gest that one should not just look at 
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Ranbaxy's sales pie 
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sales but also at other financial param- 
eters like profits, profitability and 


EBDITA. Matrix had bought 
Docpharma for 2.2 times the sales add- 
ing up to $263 mn, while Dr Reddy's 
Labs had paid 3.4 times the revenue or 
$570 mn for the acquisition of 
betapharm last month. Terapia's acqui- 
sition will not come cheap either, as 
Ranbaxy is ready to pay out a multiple in 
excess of four times sales and 11.6 times 
Terapia's trailing 12-month EBDITA. 
Another factor that is pushing Indian 
generics makers on the acquisition route 
is the high valuations quoted by poten- 
tial targets in the US. For instance, 
Ranbaxy lost out to Teva in a bid to ac- 
quire the US firm, although by just a few 
million dollars. A further stumbling 
block is the tough posture maintained by 
US firms, as they attempt to block entry 
of foreign firms, as well as falling mar- 
gins in the market there. 

To improve its chances in European 
markets, Ranbaxy is increasingly con- 
centrating more on leveraging its exist- 
ing infrastructure to bolster its presence 
in these regions. The company's acquisi- 
tion of Romanian firm Terapia is said to 
be another move in that direction. Ro- 
mania, besides being one of the fastest 
growing markets in Central and Eastern 
Europe (it grew at a healthy rate of 34% 
during 2002-2005), will also act as a 
window to the European Union and the 
CIS markets; Romania became a mem- 


ber of the EU in January this year. Fur- 
ther, the fact that Terapia is present in 
over 15 countries, including some of the 
fast growing generics markets like Rus- 
sia, Ukraine and Poland, would further 
help the Indian drug maker to consoli- 
date its presence in the global markets. 
Besides these, as analysts say, the ac- 
quisition also augurs well for Ranbaxy, 
as the two companies share complimen- 
tary product portfolio and low-cost 
manufacturing. "Terapia represents ex- 
ceptional value for our stakeholders," 
said Malvinder Singh, Ranbaxy's top 
boss in an interview. 

Marking its entry in South Africa, 
Ranbaxy, in December, last year, ac- 
quired Be-Tabs, the 5” largest branded 
generics company in South Africa, for 
about $70 mn. Be-Tabs has a turnover 
of US$30 mn, with EBDITA margins in 
the region of 30%. Ranbaxy said that 
Be-Tabs is a good strategic fit for it in 
the largest pharmaceutical market in 
the African continent. The acquisition 
enables the Indian drug major to fur- 
ther strengthen its presence in the 
South African market. 


Financials — In the pink of health 

The company reported solid numbers 
for the recently concluded fiscal year 
ending December 2006. During the pe- 
riod, the company’s consolidated sales 
stood at $1,340 mn, up 17%. It attrib- 
uted the robust performance to North 
American and the BRICS markets that 
together accounted for 65% of total 
sales as against 61% in the correspond- 
ing period. These markets which to- 
gether accounted for a combined sales of 
$869 mn, recorded a growth of 25% in 
sales. During the fourth quarter too, the 
company continued to register healthy 
growth in key markets like the US. In 
North America, the firm managed to 
grow at 20% to $114 mn, while sales in 
the BRICS markets grew a robust 45% 
to $137 mn. The North American per- 
formance was driven by the launch of 
Simvastatin (80 mg), a cholesterol low- 
ering drug, which was able to capture a 
market share of over 50% market share 
during the 180-day exclusivity period. 
Last year, Ranbaxy’s sales in the US 
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INTERVIEW 


With its aggression on global leadership, Ranbaxy should not lose focus on the 
emerging and most promising market—India. 


How do you view the firm's acquisition-driven 
strategy? What challenges do you foresee as it 
is aiming for a global pie? 

From a situation of ranking No.30 in 
1976 in the Indian market, Ranbaxy 
leaped into the big league of global top 
players with a meticulous strategy of 
“Expanding its Customer Coverage” re- 
sulting in expansion of newer markets 
and diversified product portfolio. 

I see the current aggression of 
Ranbaxy in acquisition-driven strategy 
as an effort in its original direction of ex- 
panding customer coverage. 

As the organization is aiming to be 
among the Global Top 5, to achieve that, it 
has to move a bit faster at all quadrants; but the current 
size of the company may not provide that flexibility. 


Do the synergies from the recent M&As play any role in its current 
revenue growth? 

Yes. M&As play an important role in bringing in the re- 
quired size and scale and more importantly the resource 
pool. The new competencies, skills, products, technolo- 
gies will contribute positively to the revenue growth. 


What are the challenges and competition Ranbaxy is facing from 
other companies in generic drug manufacturing business? 
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The major challenges would be complex 
pricing structures and long-term strate- 
gies for sustainable growth — enhanced 
portfolio management, securing right 
partnerships and increased investment 
in R&D. At the end ofthe day, you need to 
ensure large volumes of high-quality, 
low-priced generics, which would be the 
real challenge. 


With its sales soaring in the US market, 
what countries will Ranbaxy focus on in 


C R Chenthir K 2007? 
Managing Director 
CSMO Pharmexx (India) Pvt. Ltd 


Having its operations in the top 10 phar- 
maceutical markets in the world and 
80% of its revenues coming outside India, 
Ranbaxy is well-equipped to take advantage of its glo- 
bal capabilities and competencies. 

I think Ranbaxy's focus for 2007 would be 23 Euro- 
pean Union countries. 


Any other comments? 

With its aggression on global leadership, 
Ranbaxy should not lose focus on the emerging and 
most promising market —India— which is still un- 
tapped to the tune of nearly 70%. Hope Ranbaxy keeps 
that in mind and does not lose the fort which it is cur- 
rently holding. 


were really hot; it had launched 10 new 
products. As a result, the overall mar- 
ket share of Ranbaxy in the US generic 
market was up 15.4% in November 
2006, up from 13.9% in Q4 2005. The 
company said that most of its kev mol- 
ecules have increased their prescrip- 
tion marke: share signifying its grow- 
ing presence in the US marke:. An- 
other factor that confirms Ranbaxy’s 
successful thrust on becoming a global 
player is that its international busi- 
ness, which recorded sales of $314 mn, 
up by 29%, accounted for 82% of the 
drug maker's total sales (as against 
80% in 2005). 
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However, the company's latest 
numbers do not lend much confidence 
as far as its European sojourn is con- 
cerned. The company's European sales, 
during the year, declined by 4% to $194 
mn, while sales fell by 6% during the 
fourth quarter. The company said that 
the performance, both in the quarter 
and for the year, was impacted by the 
changing market dynamics in the key 
markets of Western Europe. While the 
UK market remained highly competi- 
tive, France and Germany have seen 
changes in healthcare reforms that 
have led to subdued market condi- 
tions. In France, the company's sales 


fell by 6% during the year. The 2003 
acquisition of Aventis' generics arm in 
France, which is touted as its first big- 
ticket acquisition in Europe, is yet to 
deliver the goods as the French firm is 
yet to be turned around. 

The company's combined sales for 
these three markets were down 11% to 
$133 mn during the year while it fell 
1496 to $34 mn during the quarter. The 
company, however, hopes to reverse the 
trend due to shifting of product manu- 
facturing to India. Also, in China, the 
company's performance was disap- 
pointing as its sales declined by 10%, 
due to severe price competition. 
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Ranbaxy Lab 


On the positive side, the company 
recorded improved sales in rest of Eu- 
rope—a growth of 14% to $61 mn during 
the year—owing to strong performances 
in Spain, Italy and Poland. 


Vision Garuda 

In an attempt to strike a balance be- 
tween short-term and long-term 
growth, in June 2003, Ranbaxy drew a 
comprehensive 10-year road map, 
christened as *Vision Garuda", with an 
objective to emerge as a research- 
based global pharmaceutical com- 
pany. The company also aims to 
achieve revenues of $5 bn by 2012 with 
40% of overall revenues from propri- 
etary prescription products. The objec- 
tive is to prepare itself to take on the 
multinational drug majors like Glaxo, 
Pfizer, Eli Lilly and Merck in the near 
future. As per the plan, the firm envis- 
ages to develop two to three patented 
new drugs from new molecules in the 
areas of urology, metabolic disorder 
and anti-infective, apart from the ex- 
isting ones under development. “In the 
generic pharmaceutical space, it is ex- 
tremely important for a company to 
enter the market first with new prod- 
uct. The value you get by entering the 
market with a product on time is sig- 
nificantly higher than if you are the 
fifth or the tenth in the race, because 
the margins and prices erode with 
more people coming into the market", 
said Ranbaxy's CEO in an interview. 
This effort of drug development would 
be diligently coupled with a strong alli- 
ance making strategy with the global 
pharma majors. Now, four years into 
the plan, it seems to be working well; 
however, as industry analysts say, it 
has to step up the efforts if it has to 
reach the milestone of $2 bn by 2007 
and $5 bn by 2012. 


Challenging "Big Pharma" — 

A hig task 

The firm is recently seeing immense 
opportunities in cooperating with big 
pharmaceutical companies and deals 
for "authorized generics" in the US 
with branded drug makers, as reported 
by the Wall Street Journal. The potency 
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lies in the fact that Indian drug mak- 
ers could help lower costs for big phar- 
maceutical companies, bringing about 
incremental revenues. 

However, despite Ranbaxy having 
made tremendous progress towards be- 
coming a global company, the fact re- 
mains that it is still a marginal player 
in the global pharmaceutical industry 
which has strongly been dominated by 
giants like Merck, Glaxo and Pfizer. It 
would be a grave mistake on part of ge- 
nerics makers like Ranbaxy to assume 
that the Big Pharma has lost the battle. 
In fact, as The Economist says, “The 
tables are turning, but Big Pharma has 
not given up the fight. Its armies of law- 
yers aggressively defend patents, even 
flimsy ones taken out on minor tweaks 
to existing treatments. American firms, 
including Pfizer and Merck, are trying to 
launch their own “authorized generics” 
a few months before patents expire to 
try to blunt the impact of competition.” 
However, it adds that so far their efforts 
have largely been in vain. 

Against this backdrop, it would be 
important to tap the opportunities 
where they are lying and where the Big 
Pharma could face tough challenges. 
According to a report by global 
healthcare consultancy firm IMS 
Health, emerging markets, which cur- 
rently account for 17% of the global 
market, are set to improve their share 
to 30% in the coming year. In contrast, 
the US is expected to account for about 
36% of the global market in comparison 





to 54%, five years ago. The firm also pre- 
dicts that generic erosion will be more 
aggressive than ever before. It adds 
that after a busy 2006 for patent expi- 
ration, more drugs (particularly in 
therapeutic segment) will be affected in 
2007. Besides, in 2007, the firm says, 
marketed products with a value of more 
than $16 bn are likely to lose protection. 
The consultancy also forecasts that loss 
of patent protection for several key 
brands valued at $10 bn, will signifi- 
cantly impact the US market next year. 
Among the regional markets, it predicts 
that the US (to grow at 4-5% as against 
6-7% in 2006) and Europe (combined 
growth of top 5 markets of France, Ger- 
many, UK, Italy and Spain would be at 
3-4% vs. 4-5% in 2006) would face slow- 
down in growth. Japan will grow at 5- 
7% as against 1-2% in 2006. However, it 
would be emerging markets like India 
and China which will steal the show. 
The consultancy predicts that both 
China and India will continue to grow in 
double digits with locally manufactured 
generics to dominate the market. 
Given that, India’s emergence on the 
global scene would definitely help the 
firm grow further. The Indian pharma- 
ceutical market is now ranked globally 
as the 15" largest by sales and 4" larg- 
est by volume of product, according to 
Leaddiscovery, a US-based research or- 
ganization. With domestic drug sales of 
almost $5 bn a year, that itself offers a 
big growth opportunity. Indian compa- 
nies have also developed a considerable 
service industry for the global pharma- 
ceutical market. Nonetheless, for 
Ranbaxy, which has come a long way 
since being a fringe player in 1970s to 
survive under a protected regime to 
emerge as India’s top drug maker, the 
battle for global big league is only going 
to intensify. And it will need some bold 
and brave steps to push its ambitious 
Vision Garuda. It could draw a lesson or 
two from the books of Mittals and Tatas 
who have demonstrated that one can 
win even in a toughest industry and 
amidst toughest of competition.» 


- Amit Singh Sisodiya and Sanghamitra Dhara 
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Prime Time 


It's (Reality) Show Time! 





Reality TV shows are suddenly the rage in India with channels scrambling to 


win over audiences and rake in big moolah. 





Reality TV, definitely, is the biggest 
thing on Indian Television now. 

- Deepak Segal 

Executive Vice-President, Star India. 

en Star India, one of the big- 

gest broadcasters im the 

country, announced the 

launch of KBC-3 on January 22, this 

year, it did not surprise many. The ear- 

lier two versions of the show, anchored 

by the legendary actor Amitabh 

Bachchan, were hugely popular, raking 

in billions for the channel. Hence, the 

media baron Rupert Murdoch-owned 

News Corp’s Indian subsidiary, which 

had been losing market share and 

TAM ratings specially during the 

prime time slot (between 9-1) p.m.) to 

rivals Zee and Sony TV, m recent 


68 | March 2007 





times, once again looked at KBC to re- 
vive its sagging fortunes. Now an- 
chored by Bollywood's current super- 
star Shah Rukh Khan, the broadcaster 
to a major extent has been able to hit 
big times once again, despite the new 
anchor falling short of matching Big 
B’s charisma. And rival channels like 
Zee and Sony among others too are 
competing aggressively by launching a 
host of such shows. Are the reality 
shows in for big time now in India or 
are they just a fad? 


Let’s glue to reality 

Shilpa Shetty, the sultry Bollywood ac- 
tress, winning the celebrity Big 
Brother Show on the UK’s Channel 4, 
has suddenly shifted the spotlight on a 
trend that though has been there in 


India for some time, did not receive 
that kind of a fan following earlier. The 
racist slurs made against Shetty by 
her co-actors, notably Jade Goody, on 
the show fueled worldwide public an- 
ger and political outrage in India and 
Britain; according to the BBC News, 
the incident attracted more than 
30,000 complaints from viewers. 

The Big Brother generated tremen- 
dous curiosity in media and amongst 
the public at large. And though even 
before it, the trend had been gathering 
momentum in the country, it just gave 
a big fillip to it. Be it a dance show, 
quiz show, talent hunt show, or adven- 
ture show, for broadcasters, they are a 
must to have on their channel so as to 
push their TAM ratings. 

Such shows are not just confined to 
living rooms in urban areas. Rather, 
they have a fan following in rural areas 
as well as for viewers of all hues, who 
were overburdened with an overdose of 
regular Saas-Bahu operas, reality TV 
shows come as a welcome relief. Be- 
sides, they also offer variety; different 
programs for different audiences. They 
bring freshness, knowledge, adven- 
ture, spirit, thrill and, more impor- 
tantly an opportunity to participate 
and experience, are some of the ingre- 
dients that are driving audiences to 
such programs. 

The rise in viewership and, hence, 
TAM ratings (not to forget big moolah) 
is attracting more and more players to 
latch onto the reality bandwagon. For 
instance, according to a report by a- 
Map(Audience Measurement and 
Analytics), the third version, of the 
much-discussed and the biggest ever 
hit reality show till date, was watched 
by 11.3 million people the first day, 
“And got Star an audience share of 
24.496, and the ratings took a jump of 
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91.5%.” Obviously, it was the SRK fac- 
tor which had kicked up the show’s rat- 
ings. “It had peaked, plateaued and 
had run its life, the interest in it had 
started waning... it was being flogged 
like a dead horse. SRK has given it a 
huge new lease of life” commented ad- 
man, Prahlad Kakkar. Though TAM 
Media Research’s ratings put forth a 
poor picture of KBC-3 in contrast to 
KBC-2, which had a much higher TRP 
of 19.75; yet its success cannot be 
downplayed. According to a report in 
The Economic Times, “KBC-3 opened 
at a TRP of 12.33 in Hindi speaking 
markets for cable and satellite homes, 
with Star Plus’ share going up to 60% 
from 37.7% the week before. The sec- 
ond day of the show, however, saw rat- 
ings slip to 10.44, and 7.36 in the third 
episode. The final episode of the week 
saw ratings climb to 9.24". 

Under pressure, rival channels like 
Sony and Zee, which already have a 
slew of reality shows under their belt 
(Boogie Woogie, Indian Idol and Bigg 
Boss on Sony and Sa Re Ga Ma Pa, 
Antakshari, etc. on Zee) are stepping 
up the efforts further. Sony TV’s just 
concluded Bigg Boss series, which was 


lam(ing) the R 


a 





| Chartered Financial Analyst | 


a desi format of the Celebrity Big 
Brother, was a big hit with the audi- 
ences. However, it is Zee which is hav- 
ing the biggest number of reality shows 
in its program kitty. Though the 
Subhash Chandra promoted broad- 
caster could not create the same magic 
with its reality show Business 
Baazigar, its other programs like 
Shabaash India and Sa Re Ga Ma Pa 
are big hits. 

In the meanwhile, shows like MTV 
Roadies, AXN TV's Fear Factor, 
India's Next Cricket Superstar Bakra 
Returns, and The Great Indian Laugh- 





ter Challenge on other channels have 
also fared well. However, barring the 
last one (The Great Indian Laughter 
Challenge on Star One), most of these 
shows have lagged behind other suc- 
cessful reality shows and have failed to 
garner much viewership and their ap- 


ating: Reality Race 


The Indian televiewers are not only mature 
enough to select from amongst the huge basket of 
offerings but also want to be a part of the show 
rather than just watch it. 


peal has been limited. 


Getting interactive 

Interestingly, one can observe a new 
era of reality emerging, though gradu- 
ally. The Indian televiewers are not 
only mature enough to select from 
amongst the huge basket of offerings 
but also want to be a part of the show 
rather than just watch it; or rather 
just a trend encouraged and cashed in 
on by broadcasters and facilitated 
well by telecommunications service 
providers. Indeed, much of the popu- 
larity of these talent hunt and quiz 





shows has been through phone calls 
and SMSs. A section of experts say 
that a key factor behind the success of 
these formats has been their ability to 
lure audiences by means of big prize 
money and instant popularity. Ac- 
cording to Sanjiv Sharma of 
Optymystix Productions, *Reality 
shows see the dreams of millions of 
Indians come true. They relate to the 
characters that appear on the shows, 
and this makes the shows more mean- 
ingful than any tear-jerker. The 
money-spinners can be in the form of 
quiz shows, panel shows, and celeb- 
rity guest shows, which give the audi- 
ence the power to decide the next move 
and also be a part of the great show." 
He adds, “The best part about these 
shows is that the viewers went 
through the trials and tribulations of 
the participants." For instance, he 
avers, "Indian Idol was a complete re- 
ality show: A reality show and a talent 
show as well. It was a result of a clev- 
erly constructed screenplay, which 
empowered the audience to select 
their personal favorites; so it clicked." 

Another ingredient of a successful 
reality show is simplicity as well as 
its ability to exude “real” life. “It must 
appeal to all. It is a craft, it is a drama 
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that unfolds in front of you." says 
Gavin Wood, Director of Production, 
India Freemantle Media, which is 
more synonymous with "Indian Idol." 
Besides the wholesome entertain- 
ment given to the audiences, they also 
rake in big moolah for the broadcast- 
ers. If a particular reality show clicks 
well, then it opens up vast opportuni- 
ties for the channel to earn by selling 
advertisement space at hefty prices 
and win big sponsorship. This is ex- 
cluding the big bucks earned through 
SMSs anc phone calls. According to an 
estimate, considering each SMS to be 
Rs. 4, even if the show lasts for 52 
weeks it amounts to an astcunding 
Rs. 1.5 bn. No wonder, sensing the big 
bang opportunity, many service pro- 
viders like Airtel, MTNL, and Hutch 
have joined hands with broadcasters; 
Airtel has partrered with Star for 
KBC-3, while Hutch is associated 
with Star One’s The Great Indian 
Laughter Challenge. 


No longer an idiot box 

The small screen is no longer seen as 
the poor cousin of the silver screen. Ac- 
cording to a report by Honz Kong- 
based Media Partners Asia MPA, In- 
dia is all set to emerge as Asia's lead- 
ing cable market by 2010, th» largest 
satellite market by 2008 and the 
most lucrative pay market 5y 2015. 
Presently, more than 350 channels 
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are being aired with an estimated 46 
million viewers with about 5,500 


The show must go on... 

Going by the current rage many experts 
feel that reality (TV) is here to stay. 
According to a report by FICCI-PwC, 
the television industry is growing at 
24% per year and will, in all possible 
terms, be worth Rs. 420 bn by 2010. 
Seeing the big opportunity, there is a 
rush of production houses like 
Endemol which launched Big Boss, 
Great Indian Laughter Challenge and 
News Corp's Fox Entertainment to en- 
ter into Indian television business. 
"The TV business in India is moving to 
the next scale", said Rajesh Kamath, 
CEO of Endemol. 

However, amidst the rosy projec- 
tions, a sorry side of the tale is that 
most of the successful Reality TV 
shows are copied formats of foreign 
programs. For instance, Kaun Banega 


The production houses and broadcasters need to 
come out of the shadow of formatted "Reality" 
and become more "real" and "original". 


hours of original programming daily. 
No wonder that such lofty projections 
have seen the entry of who's who of In- 
dia Inc. like ADAG. The Anil Ambani- 
owned firm has been racing like a gi- 
ant in a hurry; it has acquired Adlabs, 
which is acting as its entry vehicle to 
stamp a big mark in the entertain- 
ment industry. It has also bought a 
controlling stake in Siddhartha 
Basu's television production company 
Synergy Communications—the cre- 
ator of Kaun Banega Crorepati and 
Jhalak Dikhla Jaa. “There is an at- 
tempt to institutionalize creativity," 
says Rajesh Jain, KPMG's Head of 
Media Practice. This also marks the 
beginning of consolidation of the tele- 
vision production business, which was 
hitherto unorganized. However, it still 
will not be enough for a seemingly 
multifold rise in demand for content 
for a variety of reality shows from mu- 
sic/entertainment-based to news- 
based to adventure-based channels. 


Crorepati is a copy of the famous 
American show, “Who Wants To Be A 
Millionaire"; “Fame Gurukul” is an ad- 
aptation of the Spanish show, 
“Operacion Triunfo”; “Khulja Sim 
Sim” is a remake of the American 
show, “Let’s Make A Deal”; “Kismey 
Kitna Hain Dum” is a remake of Brit- 
ish hit “Night Fever”; “Indian Idol,” an 
adaptation of “Pop Idol”, etc. Hence, it 
reflects a big reality that despite their 
tremendous success the fact remains 
that Indian reality shows lack origi- 
nality. And the production houses and 
broadcasters need to come out of the 
shadow of formatted “Reality” and be- 
come more “real” and “original”. None- 
theless, the journey has just begun and 
there is still a long way to go. And as an 
adage suggests, “the show must go 
on”. 


— Amit Singh Sisodiya and Sanghamitra Dhara 
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Reality Shows 





They suddenly emerged as a rage in the country as audiences demand something different and not just 
an overdose of regular Saas-Bahu soaps. To cash in on the trend, more and more broadcasters are lining 
up a slew of such programs to gain mind- as well as market share. However, will the trend sustain for 
long? Further, whether all such reality-based programs would help channels improve their TAM ratings? 
Last but not the least, shouldn’t Indian broadcasters avoid being mere copycats of successful foreign 
formats? The Analyst invited eminent personalities to share their perceptions. 





in the wake of serial dramas fading, most of 
the TV channels are now going in for Reality 
Shows. Do you think that Reality Shows are 
really “real”? 

Albert Almeida: If you look across 
general entertainment channels, the 
primary staple that is 
still being dished out 
to Indian audiences is 
soaps and serials. 
Family sagas with re- 
latable story lines 
and high on drama 
and emotion still rule 
prime time through 
the week. This, in my 
view, will continue for 
years to come on 
Indian television. 
However, with the ad- 
vent of à number of 
options and the 
viewer being spoilt for 
choice and armed with 
a remote, ratings for 
tired storylines that 
keep dragging have 
been steadily on the 
decline. 

In contrast, Reality Shows as a 
genre, offer viewers freshness in con- 
tent while retaining the high drama 
and emotion that soaps have to offer. 
Sony Entertainment Television in 
keeping with its positioning of bringing 
innovative and differentiated content 
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Albert Almeida 
xecutive Vice-President & 
Business Head 
Sony Entertainment Television 





that is fresh and relatable, pioneered 
the advent of big blockbuster Reality 
Shows. Shows like Indian Idol, Fame 
Gurukul, Fear Factor, Jhalak Dikhla 
Jaa and most recently Big Boss, have 
taken television viewing to another 
level and provided a 
new threshold for 
television entertain- 
ment and viewer ex- 
pectations. These re- 
ality shows have 
taken viewer interac- 
tion to an all-new 
level. And to answer 
your question on 
whether these shows 
are real, the answer is 
yes! they are! As that 
is what makes for all 
the magical action 
and human emotion 
and drama. However, 
given that there is a 
format and you are 
adapting it to a par- 
ticular market, the 
show gets produced to 
maintain the integ- 
rity of the format while keeping viewer 
sensibility in mind, therefore, inviting 
speculation and endless debate on how 
real is “real”? 

Atul Phadnis: Reality, besides 
Sitcoms, is the most popular program- 
ming genre in the US TV market. Real- 


ity is “real” to the extent that real 
people are subjected to a host of situa- 
tions and conditions that trigger off real 
reactions in them. But, we must realize 
that the twists and turns they are sub- 
jected to are introduced by the produc- 
ers to trigger specific reactions with a 
specific view to shock viewers and fans. 
Meenakshi Madhvani: Well, that re- 
ally depends on which Reality Show we 
are talking about. But generally speak- 
ing, though the events may be genuine, 
the emotions and drama are a bit exag- 
gerated. It would be fair to say that the 
producers have complete control on the 
overall happenings and the direction 
that the show is taking. The small 
events are real, but the general flow is 
structured and staged. 

Punit Goenka: Yes, they are. Or we 
wouldn't call them Reality. But you 
have to give some leeway to certain as- 
pects where we have to edit the scenes. 
We are in the business of television 
and you will agree that what goes on 
National TV needs to be edited and 
treated to a degree. As far as Reality 
Shows are concerned, our's is very 
minimalistic. We would never have 
been able to come up with real talent if 
we would have intervened unnecessar- 
ily. I have Shreya Ghoshal, Kunal 
Ganjawala, and Sonu Nigam, so many 
who have been the discovery of Zee's re- 
ality talent shows. All that has been 
genuine and uninterrupted. 
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Siddhartha Mukherjee: Let's give 
your readers a perspective. What's 
happening is that as far as television 
medium is concerned it is going 
through a huge amount of transition. 
In 1990, we just had two TV stations in 
the Indian sky. Today, we have close to 
380, which means that the common 
viewer has a variety of channels to opt 
from. The other thing is that he is also 
aware that as far as certain sets of 
channels are concerned, they are pro- 
viding him more or less the same kind 
of programs. So, whether it is a Star 
Plus, ZeeTV, Sony, or Sahara, I am get- 
ting to see general entertainment in all 
now. Which means that I, as a con- 
sumer, would either go for a channel 
like Star Plus or Sony or ZeeTY or Sa- 
hara, whichever. The only thing which 
will decide my loyalty for a particular 
channel is the content. Now, what’s 
happening is, a few years back the 
viewers were getting to see the same 
type of content because of which audi- 
ences were wanting to see some kind of 
change in the product offering or pro- 
gram offering that TV channels were 
providing. The other aspect was that 
there were a couple of categories of 
channels what we call as genres of 
channels which are like news channels. 
kids channels and like regional chan- 
nels. These three categories of chan- 
nels were expanding, or they were 
growing in a big way, which means 
what happened was that for the exist- 
ing general entertainment channels 
these three categories of channels were 
creating a lot of pressure. For example, 
what news as a category was being 
watched by a particular section of a 
family and that too for a restricted 
amount of time. But now, what is hap- 
pening is that news as a channel is pro- 
viding vou a variety of programs, so it 
has become more or less a sitcom. 
Even kids channels have also gained a 
lot of viewers besides the regional 
channels. All these three categories 
need to innovate in a big way. 

Now, all these three categories re- 
gional, kids and news channels are 
putting some kind of pressure on the 
so-called Hindi general entertainment 
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category. And, as we have enough offer- 
ings, a viewer again has enough op- 
tions to opt from. Since there is a lot of 
competition within 
the general entertain- 
ment category, which 
had been till recently 
providing you pro- 
grams which were in 
the lines of Saas- 
Bahu serials, etc. now 
the channels have re- 
alized that there is a 
huge amount of pres- 
sure from the other 
entertainment cat- 
egories of channels. 
So they need to inno- 
vate. And because of 
this, one form of inno- 
vation was the entry 
of Reality Shows. 
One of the first 
glimpses being an In- 
dian consumer was 
the Kaun Banega 
Crorepati (KBC) in 2000. But ever 
since then the concept of Reality has 
changed. Reality Shows as a concept 
has no set definition. Anything which 
can instigate or result in emotional re- 
action of the audience on the spur of the 
moment and also instigate emotions of 
the participants is reality. It means 
reality programs are those programs 
in which the participants are put 
through a particular ground reality 
situation in life and they have to man- 
age themselves and their emotional 
swings at that given point in time, and 
which makes the audience also empa- 
thize with them. This is Reality, 
whether that is Kaun Banega 
Crorepati or Jeeto Chappar Phadke, 
Sawal Dus Crore Ka, etc. But this cer- 
tainly is very important to know as far 
as we Indian audiences are concerned 
we have not even seen the tip ofthe ice- 
berg in terms of the formats one can 
see or the formats that are available. 
We are still maturing because our ex- 
posure to television has not been for 
that long. In terms of international for- 
mats, there are hundreds of different 
formats of Reality Shows that we get 


Atul Phadnis 
CEO and Chief Evangelist, 
Media e2e 





to see, but Indian channels are fast 
catching up with the trend. But, that 
will happen gradually and not over- 
night. So, TV chan- 
nels, which were till 
now providing you 
family dramas, are 
going in for Reality 
Shows as they had re- 
alized the need to in- 
novate. Audiences 
want change, they 
want freshness, and 
channels have under- 
stood that through 
very heavy research. 
Because of that, one ol 
the many ways tc 
bring in freshness 
was to introduce Re- 
ality Shows. 

Most of the Real- 
ity Shows which we 
see on the Indian TV 
are a copy paste o! 
what we have seen in 
the Western market. The kind of socio- 
economic living that we do in India, ot 
the kind of cultural metrics in which we 
are living in India. There are enough 
topics, situations or circumstances 
that we can identify in our own very In- 
dian market, which can be unique top- 
ics for Reality Shows. So, it completely 
depends on the decisions of the respec- 
tive channels, whether it suits their 
revenue model or not. If they think that 
their revenue models get addressed or 
benefitted by doing a copy paste of the 
show that is going on in the west, then 
they might do that. There is enough op- 
portunity to come out with our very own 
Indian form of Reality Shows. But 
whether they want to take that up or 
want to go on with the Western format, 
is their own independent call. If there 
is quality content then audiences will 
absorb it well. 

Sunil Lulla: Let's not mistake talent; 
entertainment; chat shows as real- 
ity —Bigg Boss and Roadies are an ex- 
ample of Reality Shows. India is a 
soap and drama market. That shall 
rule. Yes, there is increasing fragmen- 
tation, which is a natural corollary to 
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choice. Hence, dramas may seem to 
have lower ratings. The point bere is, 
for these genres, ratings will be down; 
while viewership will increase in the 
thousands, with the increasing num- 
ber of TV sets. 

India has yet to scratch the surface 
on Reality Shows. There are a few in the 
pipeline but that is not a wave. 


What makes these Reality Shows click? 
Albert Almeida: At the very core of it 
all is the fact that people relate to real 
characters and real human emotion 
and drama. Reality Shows bring both 
these ingredients in ample measure 
along with an element of freshness and 
surprise. All these elements make for 
greater viewer engagement, involve- 
ment and interactivity. Shows like 
Indian Idol further offer a huge plat- 
form for real people to realize their 
dream and in a matter of weeks cata- 
pult individuals into a new world of 
fame and fortune. Indian Idol, in its 
very first series, became the biggest 
phenomenon ever to hit Indiar televi- 
sion. The show took 
viewer engagement to 
an all-new level by 
keeping an entire na- 
tion glued, rooting for 
their favorites and 
eventually voting to 
pick their Indian Idol. 
Atul Phadnis: Real- 
ity is in two key cat- 
egories — Voyeuristic 
or Competition- 
themed. Voyeurism 
has always been 
known to exist in ev- 
ery human being and 
Reality TV capital- 
izes on that hidden 
desire. This sort of re- 
ality shows are the ul- 
timate peep-hole de- 
livered into the living 
rooms of millions of viewers. Tne other 
kind again has an element of attrac- 
tion— competition. Real people, 
real emotions in real life, competing 
for money make, again, popular 
television. 
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Meenakshi Madhvani: People are al- 
ways interested in looking at what 
goes on “behind the scenes”. It’s a way 
of feeling connected or being a part of 
something big. Reality Shows give 
them exactly this. They are all about 
internal politics, real life drama and 
emotions. In addition. knowing how 
other people live and what goes on in 
their lives also makes for some pretty 
interesting viewing for most people. 
Punit Goenka: I feel it’s the conun- 
drum of emotions in one package that 
makes these shows popular. The 
laughter, tears, agony is so real, so in 
the face, that it’s easiest to relate to. 
The people involved are also “every- 
day” people, amongst you and me, one 
of us. That’s what makes them so like- 
able and popular. Viewer interactivity 
adds a whole lot of stickiness to the 
content. 

Siddhartha Mukherjee: One is that 
it brings immediate freshness. Two, it 
is offering you, as a consumer, a reason 
to become a part of the show. So, 
whether you are 
watching Indian Idol, 
Cine Star Ke Khoj, or 
KBC [let's say you are 
watching Shah Rukh 
Khan (SRK) asking 
the candidates ques- 
tions}; in each of these 
cases, the person 
whom you are watch- 
ing, whether it is the 
candidate who is tak- 
ing questions from 
SRK or they are the 
candidates who are 
fighting it out during 
Indian Idol, each one 
of them is going 
through an emotional 
upheaval. And you, as 
person, are getting a 
chance to empathize 
with him if not par- 
ticipate. Probably, this was where 
family drama lacked in. Relatively, 
here in these shows, you get more in- 
volved. 

Sunil Lulla: Am not sure which have 
clicked. A music and talent show is not 


a reality show, it has elements 
grounded in reality. 


How are the modern day Reality Shows dif- 
ferent from the conventional Game Shows 
and Talent Hunt Shows? 

Albert Almeida: Reality and format 
shows like Indian Idol, Jhalak Dikhla 
Jaa , Bigg Boss are adaptations of very 
successful international formats that 
have demonstrated their potential 
with results across markets. Most of 
them have been successfully running 
over several seasons and continue to 
entertain audiences with their fresh- 
ness, season after season. Like any 
other powerful brand they keep re-in- 
venting themselves to make them- 
selves relevant to viewers who are con- 
stantly demanding freshness and en- 
gagement. 

However, these highly successful 
international formats provide the 
framework and blueprint from which 
you need to operate. They need to be 
crafted and adapted to suit local audi- 
ences to make them work. 

Atul Phadnis: The scale is different. 
The shock value due to deliberate and 
unexpected twists and turns make 
modern day game shows different. 
Also, participation of celebrities as the 
competitors again changes the scale 
and popularity. 

Meenakshi Madhvani: The differen- 
tiating factor is of course—SMS. Also, 
the scale of events, the promotions, etc. 
have all changed. Now, every new show 
needs a celebrity connect in some form 
or the other. The earlier shows were 
strong programs purely due to content. 
Now it's a much larger effort getting 
and keeping audiences hooked. 

Punit Goenka: There is a tendency for 
a lot of treatment to be meted out in 
Reality Shows these days with newer 
technologies. Conventional game shows 
were more real-time, than today. Today, 
there is a lot of editing, more due to time 
crunch than anything. Today, we get a 
lot of very serious contestants as well. I 
guess, since awareness exists, the will- 
ingness to participate is much more. 
Also, because of technology awareness, 
voting through SMS has helped the 
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show content, and creativity evolves 
along the way. 

Siddhartha Mukherjee: The format 
of Reality Shows, to- 
day, has even gone be- 
yond Talent Hunt 
Shows and Game 
Shows. It is a fact that 
the popularity of the 
reality shows, or the 
level or the rate in 
which the reality as a 
format is getting ab- 
sorbed by the Indian 
audience is not just re- 
stricted to the general 
entertainment chan- 
nels alone, which are 
providing Saas-Bahu 
and family drama se- 
rials. The genre of Re- 
ality Shows has even 
penetrated or perco- 
lated across other 
genres of shows. The 
Reality Show has to- 
day percolated into news channels in 
the form of crime shows. Reality Shows 
are even in sports and music channels. 
The concept of reality is not restricted to 
only within general entertainment 
channels but it has surpassed that and 
moved into or circulated itself into other 
channels like music, news, sports, etc. 
As far as Indian audiences are con- 
cerned, we have not even seen the tip of 
the iceberg. Slowly and steadily we'll 
see the format of reality shows percolat- 
ing into different genres of channels and 
you'll get to see different kinds of reality 
programs, but today it is a wrong 
mindset that Reality Shows can be only 
in the form of quiz programs like KBC 
or in the form talent hunt shows. Real- 
ity Shows can be in many forms of per- 
mutations and combinations of shows 
and formats. Crime shows, for example, 
have a format that is well beyond and 
well away from talent shows, but are 
reality shows. 

Sunil Lulla: These are different 
genres. Reality is based with real-time 
capture of moments of the situation. 
Game/Talent Shows are pretty obvious 
in their execution. 
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With growing TRPs do you see any shift in the 
viewer's tastes? 

Albert Almeida: Step out onto a 
street and ask a viewer which is the 
highest rated TRP 
show or what a TRP is 
and they will wonder 
what you are throwing 
at them. The fact is 
that, today, we have a 
number of channels 
(at last count it was 
over the 300 mark) 
thanks to the advent 
of cable and satellite 
TV. With such grow- 
ing exposure we have, 
today, to various 
forms of content, we 
as consumers are get- 
ting more and more 
discerning and de- 
manding. Armed with 
a remote in our hands, 
we will swap channels 
in a flash should we 
not be sufficiently entertained. So, 
while the consumption of various 
forms of content and different genres 
may grow as a whole thanks to choice, 
the ratings for specific shows are fall- 
ing thanks to fragmented viewership. 
This is a natural process of evolution 
as far as the TV consuming viewer is 
concerned. 

Meenakshi Madhvani: Growing 
TRPs? In the above examples, you can 
see that though the reality and talent 
shows are doing well, they haven't ex- 
actly beaten the best performing pro- 
grams. Though viewers will definitely 
sample the new shows, hooking on to 
the new shows like their favorite soap 
is quite a different matter and will be 
driven by content, events in the show, 
etc. Also, the same reality show prob- 
ably won't work when it's stretched for 
more than a couple of months. 

Punit Goenka: We keep measuring 
and gauging our audience tastes, likes 
and dislikes. There is bound to be a 
shift in preferences from time to time. 
Siddhartha Mukherjee: If you look 
at the Indian audience at large in one 
go, then we can see they are currently in 


Reality S 


an absorption mode. Give them a vari- 
ety of good quality content, they will 
absorb it all. It’s not like that. What l'm 
saying is that what I have been eating 
all this time, I don't like that anymore. 
It says give me some additional vari- 
ety as well. It is not that people no 
longer want to see Saas-Bahu serials. 
There are people today who are as 
much loyal to Saas-Bahu serials as 
they were five years back. But I am say- 
ing that today audiences also want to 
experiment with something new, be- 
cause of which those channels that 
have been providing Saas-Bahu serials 
are also providing reality programs. 
This is why we see that whether it is 
Sahara, or Sony, or ZeeTV, or Star, or 
SAB TV, they have not stopped show- 
ing Saas-Bahu serials or family dra- 
mas. They will continue doing that be- 
cause there is still a large number of 
the audience that is still very loyal to 
that format of program. But they are 
trying to also get the audience some- 
thing new, something fresh so that 
they stop moving out of their channels 
and the viewers may stick to the same 
channel, but watch a new or reality pro- 
gram now. The idea is that channels 
are trying in every possible way to en- 
sure that the viewers stick to the chan- 
nels even five minutes more. And, that 
is tough in a scenario where there are 
too many channels to opt from. All 
channels are trying their best to bring 
in variety in the form of a Reality 
Show. So it is not like people have got 
bored or stopped watching family dra- 
mas. There is still, today, a huge chunk 
of viewership that will probably never 
die. We are a culture which likes talk- 
ing and watching programs which re- 
volve around social drama and fami- 
lies. That will never change, but at the 
same time, we are also looking out for 
freshness. 

Sunil Lulla: Let's get the facts right. 
There is a growth in the number of TV 
sets. There is growth in time spent on 
TV —some genres, eg., English News 
are witnessing an increase in 
viewership. Some genres like Soaps/ 
GE are witnessing a drop in TRPs. 
Viewers have more choice and the com- 
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bination of realism and entertain- 
ment—be it in the form of reality; 
news; chat shows, etc. — have increased 
their appetite. 


Do you think that the sudden boom in Reality 
Shows is just a fad that will fade away with 
time? 


Albert Almeida: Like I said earlier, 


good Reality Shows have all the tried 
and tested ingredients like great real 
characters you relate to, strong 
storylines that engage you and all the 
emotions you look for from other soapy 
entertainment, and that’s why they 
work. In fact, they are fresh in their 
approach and presentation and have a 
strong component of reality in them 
that spikes the surprise element and 
builds engagement. All this results in 
new viewers, who currently do not con- 
sider the current fare of daily soaps 
engaging enough, to sample these 
shows. At Sony Entertainment Tele- 
vision, we believe these formats serve 
as a great platform to draw in new 
viewers whom you can convert and re- 
tain over a period of time. Reality 
Shows, therefore, have come to stay 
and will grow as we grow into an 
evolved TV market. 

Atul Phadnis: Nope. This is here to 
stay. 

Meenakshi Madhvani: This cne is 
very hard to tell. It’s anyone's guess. In 
my opinion, once the fresh burst of en- 
thusiasm around these shows fade, 
they will settle with a “niche” type of 
audience who will be reality show loyal- 
ists. But the massive messaging and 
voting and all of that is sure to see a dip 
in the future. 

Punit Goenka: No. I think Reality 
Shows are here to stay. Their signifi- 
cance may grow, but not wipe out other 


genres. 

Siddhartha Mukherjee: No’ I think 
Reality Shows have more miles to go. 
It’s a myth that every Reality Show 
ends up doing well. There have been 
situations where a particular reality 
program has not done well because, at 
the end of the day, it is a figure on the 
TRP chart and is dependent on a num- 


ber of things: 
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(a) How good is the content based on 
the 4Ps of marketing. To ensure that 
product (content) is tested out, we have 
to market it or pro- 
mote the product. (b) 
Promotion (c) Place it 
in a proper way. For 
example, which time 
of the day should I 
need to place the pro- 
gram? Finally, it 
comes to pricing. But 
in any case even on 
television, whether 
it's Reality, Sports 
Telecast or a News 
show, the 4Ps of mar- 
keting have to apply. 
Sunil Lulla: The 
boom is yet to hap- 


pen. 


How are the Indian en- 
tertainment channels 
viewing this trend? Can 
this strategy pay-off 
well? 

Albert Almeida: Viewers in India 
have been exposed to reality television 
and they have obviously enjoyed the 
relevance, freshness and novelty these 
formats have to offer. These shows 
have clearly broken through the clutter 
and got the viewers involved more ac- 
tively. As long as content — fiction or re- 
ality —address the universal emotions 
oflove, hatred, challenge, anger, desire, 
greed, etc. and keep presenting these 
via great stories and characters that 
are relevant, they will succeed in ap- 
pealing to the larger mass of Indian 
viewers. 

Atul Phadnis: The channels love real- 
ity. Some of the formats are very cheap 
to run. Others are international suc- 
cesses that guarantee TRPs. All this, 
along with a high dose of coverage from 
media and paparazzi like TV stations, 
not to mention the tremendous word-of- 
mouth factor that accompanies some of 
these shows, is all very very good from a 
stations' point of view. 

Meenakshi Madhvani: All the 
Indian entertainment channels are 
jumping on to the bandwagon when it 
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comes to Reality Shows and Talent 
Hunts. In terms of strategy, this defi. 
nitely does not have sustainability 
The show formats get 
boring after a while. 
So, it is very important 
for channels to keep on 
reinventing and add- 
ing new dimensions for 
the shows to succeed 
over a period of time. 
Punit Goenka: It’s 
part of the natural 
cycle of a viewer's pref- 
erence. It might wane 
at times and come to 
the fore at other times. 
But overall, the genre 
is very much in. 
Siddhartha 
Mukherjee: If you 
look at the last 2 or 3 
years, you would have 
probably seen not just 
the general entertain- 
ment channels, but 
even news channels, sports channels 
and music channels, all of them have in 
their own way introduced some format 
of reality or the other. All these are a 
big way to show that Indian entertain- 
ment channels or television channels 
have realized the trend of Reality 
Show well. But as long as the content 
that I am offering to them is of quality, 
the Indian audience like any other au- 
dience will be in a commanding posi- 
tion always to reject or welcome it. 
Sunil Lulla: It has great success in inter- 
national markets. It has the potential to 
grow in Indian markets. 


Are the Reality Shows a ploy to garner 
money through SMS, telephone calls, etc.? 

Albert Almeida: While I would not 
deny that this is a new avenue for rev- 
enue generation, in our market the rev- 
enue share from money generated from 
such shows is still skewed in favor of the 
service provider and not the content 
owner. Until this model evolves into the 
one prevalent in Europe and the West 
where the content provider gets the 
lion's share, this motivation will not be 
the one that drives channels, but the 
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fact that formats like Bigg Boss, Indian 
Idol and Jhalak Dikhla Jaa garner eye- 
balls. This in turn gets monetized 
through existing revenue streams of ad- 
vertising and subseription. 

Atul Phadnis: Yes. 

Meenakshi Madhvani: In the first 40 
minutes of opening the SMS lines for 
KBC-2, there were 14 lakh messages. 
This example should give us a clue of 
the massive money being earned by the 
telecom companies through these 
shows. Now obviously, the SMS earn- 
ings can't be the driver to keep these 
shows on air. But the thing to look out 
for is—if the votes go down, the sponsor- 
ships of telecom companies may also 
see a decline. This will definitely have 
an impact on the shows. 

Punit Geenka: No. They are a good 
way to reach out to the audiences and 
built their loyalty. Revenues are by- 
products of interactivity, as a substan- 
tial chunk goes to the government and 
telecom company. 

Siddhartha Mukherjee: Well ] may 
not be able to comment on this. It's a 
very intelligent way on the channels' 
part to ensure loyalty with the con- 
sumer. For the last 2 years, the chan- 
nels have been using this ploy. But, even 
today, it is still a very effective medium 
used by the channels to ensure loyalty 
to stick on to the channel for the extra 
bit of time and come back even the next 
time. The concept of SMS has been used 
across the different genres of channels: 
whether it is sports, music or news 
channels. The idea is to increase 
interactivity via SMS with an objective 
to ensure loyalty. 

Sunil Lulla: Talent shows are great 
drivers as they induce mass participa- 
tion. In the news domain, as an example 
again, issues which affect the lives of 
people have great potential to drive 
such revenues. 


How are these Reality Shows contributing to 
the promoting channels in terms of revenues 
and market share? 

Albert Almeida: Shows like Indian 
Idol, Jhalak Dikhla Jaa and Bigg Boss 
have become household names, strong 
brands, and have drawn large audi- 


80 | March 2007 


ences to the channel. Advertisers see 
great value in these properties as they 
benefit from the visibility the property 
generates and also from the fact that 
they are able to integrate their brands 
more easily into the content of these 
shows. 

Meenakshi Madhvani: More than 

anything else, Reality Shows are help- 

ing in creating a lot of buzz around the 
channel. This does translate in higher 
rates for these shows: 

w The average rate for Sa Re Ga Ma 
little champs was approximately 
25% higher than that of the top 
performing program on Zee; 

- On Sony, Reality and Talent 
Shows like Bigg Boss and Jhalak 
Dikhla Jaa command even two to 
three times the rate of their regu- 
lar top performing program; 

a On Star One, these statistics get 
even wilder. Nach Baliye and The 
Great Indian Laughter Challenge 
(TGILC) command 5-6 times the 
rates of their 
regular top pro- 
grams. 

The rates and, 
therefore, the rev- 
enues for these 
channels are defi- 
nitely affected by 
these shows. How- 
ever, the market 
share in terms of 
viewership does 
not see such a di- 
rect impact. For 


Siddhartha Mukherjee: It is very 
early to say. This kind of information is 
very confidential for the respective 
channels. But, at the same time, be- 
cause reality as a concept has recently 
started growing, it is very difficult to 
really put your finger on the under- 
standing that what is exactly the con- 
tribution that reality is putting to- 
wards the channels. I think it's a very 
early trend; of course the respective 
channels will have their own math- 
ematics done. But, at the generic level, 
for the sake of industry information, I 
think it's a little early to say, we need 
to observe for some more time before 
we can generalize and say that nor- 
mally this kind of shows end up giving 
more revenues to channels. 


Any other comments? 

Albert Almeida: The television indus- 
try in India is going through a very inter- 
esting phase with a lot of opportunity. It 
is on a strong growth curve thanks to 
favorable government 
policy, leading to 
greater investment in 
the space, which leads 
to better content and 
options for the viewer. 
Further, the advertis- 
ing and distribution 
revenues are slated to 
grow, thus improving 
the return on these in- 
vestments too. 
Siddhartha 
Mukherjee: Televi- 


this, the varia- sion as a medium from 
tions depend on Sunil Lulla the marketing point of 
specific demo- Chief Executive Officer view will now go 
graphics: Times Global Broadcasting through a new trajec- 


wm For example: Bigg 
Boss would affect 
the viewership 
share in younger 
audiences. Though on an overall 
level, shares would remain con- 
stant. 

Punit Goenka: More than revenues 

and market share, Reality Shows, with 

high profile hosts, enable broadcasters 

to position the channel for urban 

audiences. 
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tory of growth. This is 
primarily because of 
digital technology like 
DTH, CAS, IPTV etc. 
that television has stepped into. Now, 
with the entry of digital technology de- 
vices, it is now for the first time that the 
true economics of demand has got gener- 
ated within the television industry (tele- 
vision entertainment industry). 
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epository Receipts (DR) have 
emerged as a favorite avenue 
to tap international capital 
markets for many companies in emerg- 
ing markets and corporate India has 
been no exception. In 2006, India Inc. 
witnessed a substantial interest in DR 
markets, following the global trend. 
According to the Bank of New York's 
year-end report, the overall activity of 
American and Global Depository Re- 
ceipt (GDR) markets has increased sub- 
stantially with the unprecedented lev- 
els of trading and capital rising up re- 
flecting consistently strong investment 
performance globally. India Inc. has 
contributed significantly to this sharp 
upsurge in activity as it accounted for a 
majority of new DR listings in the year 
2006. JP Morgan anticipates the sus- 
tained as well as accelerated growth 
momentum in the year 2007, especially 
in BRIC countries. 
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Tapping international markets 
Though the origin of the DR program 
dates back to 1927 when it was first con- 
ceptualized by JP Morgan, it has gained 
widespread popularity only in the past 
two decades with the integration of global 
capital markets. DRs are the investment 
tools which facilitate global exposure by 
way of accessing cross-border capital. 
They offer a well-established route for 
companies to access foreign capital mar- 
kets. They allow investors to purchase 
and trade in foreign securities and also 
offer an opportunity to the issuing com- 
pany to tap major international markets. 
DRs can be structured as either 
GDRs or American Depository Receipts 
(ADRs). GDRs are typically traded on 
major European exchanges especially in 
the London Stock Exchange (LSE) as 
well as in the US over-the-counter mar- 
ket. However, as these markets don’t 
come under US regulatory vigilance, the 


issuing companies need not have to com- 
ply with the stringent US regulations 
and so are not required to change their 
reporting practices. 

If the companies wish to raise capi- 
tal from US institutional investors 
and list their DRs on the US stock ex- 
change, they have to float ADRs, which 
require adherence to US disclosure 
norms. Nevertheless, issuing compa- 
nies will have the luxury to choose from 
among the four different types of spon- 
sored ADR programs like Level I ADR, 
Level II ADR, Level III ADR, and Rule 
144a ADR. Level I ADR is the most 
basic ADR, which is traded on the over- 
the-counter market, while Level II and 
Level III ADRs need to be listed in the 
US stock exchanges. However, under 
Rule 144a, the issuing company can 
raise capital from US institutional in- 
vestors without facing elaborate dis- 
closure norms through private place- 
ment of DRs. Thus, the choice of type of 
DRs depends on the requirements of 
the issuing company. 


Mutually beneficial 

DRs offer a well-established route to 
companies in emerging economies to 
tap international capital markets. By 
floating DRs, issuing companies can 
avail benefits like greater market 
depth and liquidity provided by inter- 
national capital markets. This also 
adds an element of geographic diversifi- 
cation to their portfolios. Besides this, 
raising funds in such a way also en- 
hances communications with global in- 
vestors, increases the company's vis- 
ibility, and broadens its shareholder 
base at highly competitive costs. The 
legitimacy of the companies also en- 
hances as they have to comply with the 
international standards of accounting 
and reporting. The funds thus raised 
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will be used for domestic and overseas 
mergers and acquisitions. 

From the investor's perspective 
also, DRs offer several benefits. They 
give an opportunity to international in- 
vestors to invest in foreign companies 
with low transaction costs by evading 
hassles like tax and paperwork to ac- 
quire foreign stock. As DRs are pro- 
cessed in the same way as that of their 
country's shares, it will be easier for 
them to constantly evaluate the shares. 
Thus, this route evolves as a mutually 
beneficial route from both the issuer's 
and investor's perspectives. 


India's interest 

Before the 1990s, Indian access to equity 
capital was only confined to domestic 
markets. However, in the early 1990s 
with the opening up of financial markets, 
India has also joined this worldwide 
rush to raise capital in international 
markets through DRs. Since then, the 
DR concept has developed considerably 
in India. Reliance is the first ever In- 
dian company to raise capital through 
this route. In May 1992, it raised 
US$150 mn worth of capital from inter- 
national markets through GDRs. 
Infosys is the first Indian company to 
float ADRs in 1999. 

In 2006, DRs from companies across 
the globe witnessed record liquidity with 
trading volumes up by 22% to 57 billion 
shares and trading values rising by 58% 
to US$1,657 bn over 2005. Asian emerg- 
ing market issuers accounted for two- 
thirds of DR transactions in the year 
2006, raising US$18 bn. Building on the 
trend of 2005, India catered to yet an- 
other record setting level of more than 
40% of all the new DR stock exchange 
listings globally, in 2006. Out of the 
more than 30 of such new listings, 29 is- 
suers have chosen to list in Luxembourg 
Stock Exchange (LuxSE), two issuers on 
Dubai exchange, next two on LSE and 
only one on NYSE. 

Latha Ramchand, Associate Dean, 
Graduate and Professional Programs, 
CT Bauer College of Business, Univer- 
sity of Houston, opines, "India's GDP 
growth rates have evoked a strong inter- 
est in the Indian market, which inves- 
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Depository Receipt Program 





Description Unlisted Listed on Shares - Private placement Global offering 


aUS offered and ^ to Qualified securities outside 
inthe US exchange listedona Institutional issuer's home 





tors see as an avenue for large returns. 
One easy way to tap into this market is 
via ADR investments. Also, existing 
Indian ADRs in the US, like Infosys, are 
global leaders in their industry and they 
make it easier for follower firms to tap 
into this reputation". Excluding some 
exceptions like Infosys technologies, the 
average size of each transaction has in- 
creased by 10% over its previous year, 
which amounted to US$61 mn. 

In 2006, Rolta India Limited raised 
US$103.50 mn, through the issue of 
GDRs. Federal Bank has raised 
US$71.46 mn through a GDR issue 
listed on the Professional Securities 
Market of the LSE. Noida Toll Bridge 
Co. Ltd. has raised more than US$40 
mn through GDR issue on LSE, becom- 
ing the first listed Indian company to go 
for a follow-on public offer on the bourse. 
Ruchi Soya Industries raised US$60 mn 
from GDR listed on Luxembourg Stock 
Exchange. Shreyas Shipping & Logistics 
Limited raised US$8 mn from its GDR 
issue listed on the Luxembourg Stock 
Exchange. Latha says, "The Indian eq- 
uity market is much smaller compared 
to some global markets, but it has 
caught the attention of a lot of investors 
in the last few years. The growth poten- 
tial in this market is the attraction." 





«Franci sts mut t pray cried US GMP 


Qutlook 

According to the JP Morgan's Deposi- 
tory Receipts group, 2007 is also going 
to be a year of strong growth and liquid- 
ity in DR markets. However, analysts 
expect the dominance of GDRs rather 
than ADRs with the increased compli- 
ance norms in the US stock exchanges 
as the result of stringent US Sarbanes- 
Oxley requirements. 

An accelerated growth momentum is 
expected in this space in 2007, especially 
from BRIC (Brazil, Russia, India, 
China) countries which are witnessing a 
trend of mushrooming, new world-class 
companies with a growth rate higher 
than global averages. These fast growing 
companies are poised to attract more 
DR investments in 2007. India, being a 
part of the fast-growing BRIC countries, 
is also expected to give a boost to the 
cross-border liquidity and, thus, enhance 
the global DR activity. Despite buoyant 
domestic markets, the Indian 
corporates are raising equity abroad. 
This shows the maturity and confidence 
of these corporates and the increasing 
thirst to become global majors.s 


- D Satish and Y Bala Bharathi 


Reference 4 01M-2007-03-16-01 


| March 2007: 83 


E ARTS AND ARTISTS 


China's Strange Rhythms 


The hidden source of the Chinese soul is to be found in the art of the ancient period, in the bronze caldrons...still 


charged with the magic potentialities of the rites... 


— Germain Bazin 
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hina's all too familiar forms of fan- 

tasy—its apparitions of fear and 
calm, its life-giving dragons, its pago- 
das, the flaming red and gold of its 
sanctuaries — bring to us its aesthetics 
of paradox, its strange rhythms, as 
well as convey the mystery that runs in 
fragments through all things. The 
highly developed systematic forms of 
expression of Chinese art, combined 
with its strong theoretical basis in re- 
ligion and philosophy, are indeed a 
force to reckon with. 

The ancient Chinese, considered to 
be the most meditative people in his- 
tory, believed that the universe was 
filled with a wondrous harmony and 
its laws were akin to music. In the qui- 
etness of the spirit, in meditative 
calm, these laws could be learned and 
experienced. Nature, the all pervading 
backdrop of Chinese art, architecture, 
gardening and government, all con- 
tained within itself the *energizing 
Tao" —the spirit-filled void. 

Chinese art is not exclusively Taoist; 
but it cannot be denied that Taoism has 
been an underlying source of inspiration 
in the formulation of the Chinese artis- 
tic ideal. Of the several forms of paint- 
ing, landscape has been regarded as the 
crowning art of China. The Taoist glorifi- 
cation of nature imbued the artists with 
a new sense of freedom. The harmony of 
the human spirit and the spirit of nature 
became the ultimate goal of Chinese art. 
The painters believed that their creation 
must represent not only the outward 
form of nature, but also capture and em- 
body the inner spirit, which binds man to 
the world of mountains and streams in 
mystical harmony. 

Since early times, calligraphy, or 
writing as a fine art, has been consid- 
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South Indian Bank(SIB) 
has unveiled the new 
corporate logo that 
demonstrates the major 
transformation the bank has 
undergone. The logo 
epitomises the new 
generation thinking of the 
bank. Padmashree 
Mammootty, the three-time 
Bharath award winning 
megastar who is also the 
Global Brand Ambassador of 
the Bank, unveiled the new 
corporate brand logo. 


"Many people do not 
realise how much we have 
evolved. Our new logo will 
project the significance of this 
transformation to our public 
around the world" , stated Dr. 
V.A. Joseph, Chairman & 
CEO of South Indian Bank, 
while presiding over the 
function, adding, "It is a 
positive sign of change that 
has re-energised our staff 
members and caught the 
attention of our customers 
who understand that South 
Indian Bank is dedicated to 
relationship built on trust”. 


This warm relationship of 
the customers and the staff 
alike with the Bank is 
beautifully portrayed in the 
new logo by way of two hands 
strongly clasping on to the 


pillar- that is SIB- which 
represent our loyal customers 
on the top and our employees 
below. 





The new visual identity of 
the bank consists of 'cardinal 
red’ and ‘white’ colours. ‘Red’ 
usually represents energy, 
creativity and also joy. Red 


colour also symbolises 
warmth. By embracing this 
colour for its new logo, SIB is 
giving its customers the 
connotation of the continuing 
growth of ideas and concepts 
and warm relationship. It also 
conveys that the Bank is on 
the cutting edge of new 
technology .The new logo is 
a combination of forms that 
suggest a stylised ‘S’. It here 
represents service, strength, 
smartness, support and 
safety. 


For the bank which 
emphasises on personalised 
customer service which has 


been the Bank's core 
strength all these 78 years of 
its existence ,'S' symbolizes, 
as mentioned earlier, service. 
It may be pointed out that 
South Indian Bank has been 
selected, in the latest "Dutlook 
Money - C-Fore Survey" as 
the best private sector bank 
in India in the 'service quality' 
segment. 


'S also represents strength 
derived from superior banking 
technology. For the Bank 
which could bag an award for 
excellence in banking 
technology from IDRBT- 
which is the technical arm 
of the Reserve Bank of India, 
this is all the more 
meaningful. The bank has 





bagged this award for the 
excellent contributions made 
in the area of information 
systems, security policies and 
practices, by tightly 
competing with all cate- 
gories of banks in India. 


"Experience next 
generation banking" is the 
new corporate slogan of the 
bank. Besides the 
technological capability which 
the bank is having , the bank 
has recruited about 450 
Chartered Accountants, Cost 
Accountants, Agricultural 
graduates, Industrial Officers, 
MBAs etc. as employees to 
enable the bank to provide a 
‘young  experience' in 
customer service. 'S' also 
hence denotes “Smartness”. 


South Indian Bank became 
the first Private Sector Bank 
from India to provide 
management support to an 
exchange house in the Middle 
East. This enables SIB to 
provide top quality Support to 
NRIs looking at remittances to 
India, in a technology -driven 
environment. 


With the launch logo South 
Indian Bank is all set to offer 
a whole new experience to 
its discerning customers. 
A distinct Next Generation 
Banking Experience! 








ered supreme among the visual arts in 
China. Painting was a derivative from 
calligraphy and is judged by the same 
criteria —the harmonious rhythm of the 
whole composition. The suggestive 
power of painting served social and 
moral functions and was utilized by the 
ancient Chinese emperors as a means 
of teaching and governing the people. 
The first Chinese painters were 
monks, who were also poets. They illus- 
trated poems in a profoundly gentle 
spirit. These anchorites heard no other 
sounds than those of the torrents in the 
mountain or the bleating of the herds. 
"They had gathered a freshness of soul 
like tha: of the morning in which the 
birds intoxicate themselves", which is 
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reflected in their paintings. The desire 
to submit themselves to the all-forming 
spirit of the universe led them to land- 
scape painting, as nature was consid- 
ered to be more sublime and nearer to 
the universal essence than humanity. 

For the Taoists, life's innumerable 

secrets lay in the way of paradox. The 
Tao Te Ching advises: 
To remain whole, be twisted! / To be 
straight, let yourself be bent / To be- 
come full, be hollow, / Be tattered, that 
you may be renewed. 

Similarly, we have contradictions 
and paradoxes in Chinese art too. In 
these contradictions lies the wealth of 
Chinese civilization. The valleys of the 
two rivers in Chia constitute an inex- 


haustible mine of art whose forms vary 
from the grave or terrible to the charm- 
ing. In the archaic Chinese bronzes one 
finds monstrous shapes —"appari- 
tions from a world of fear." With its 
“bristling, jagged, cruel style," China's 
primitive art appears to ^writhe with a 
satanic rhythm." Though the Chinese 
do not worship gods, they believe in ge- 
nii and demons—the formal expres- 
sions of the principles governing the 
universe. Chinese art has, thus, cre- 
ated a whole army of heraldic dragons, 
of phoenixes, unicorns, and writhing 
monsters, vague memories perhaps of 
the last primitive monsters that in- 
habited the earth. 

The great 8^ Century Chinese poet, 

Tu Fu, gave us speaking pictures of an- 
cient China, such as this from "Far up 
the River": 
A pair of golden orioles / Sings in the 
bright green willows / A line of white 
egrets crosses / The clear blue sky. The 
window / Frames the Western moun- 
tains, white / With the snows of a thou- 
sand years / Anchored to the pilings are 
/ Boats from eastern Wu, / Three thou- 
sand miles from home. 

For this meditative poet to whom 
“home, sweet home", often appears a 
distant dream, life was a sad melody. 
But, his “images” persist as some of the 
finest and memorable evocations of an- 
cient China. 

What pervades Chinese thought and 
consequently its art is a "sense of mys- 
tery diffused through things and of la- 
tent cosmic forces". Chinese art at- 
tempts to express the harmony of the 
universe as the artists try to put them- 
selves in communion with an immanent 
force, and then convey its quality to the 
spectator. The special color and charm of 
Chinese life is no doubt, derived from the 
art, symbols, ceremonies, and folklore of 
Taoism. Taoism's doctrine of harmony 
with nature, its emphasis on simplicity, 
peace of mind, and freedom of spirit have 
continued to inspire Chinese art and en- 
lighten Chinese thought and conduct.m 


— Dr. Nirmala 
Faculty, Academic Wing, The Icfai University, Hyderabad. 
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Intelligent Design 





Science and God, or Science vs. God? 


Can a sense of hesitancy as reflected in the Hymn— "None knoweth whence creation has arisen;/And whether he has or has 
not produced it/He who surveys it in the highest heaven, / He only knows, or haply he may know not."—Trule mankind? 


ecently, an American Judge 

dubbed "Intelligent Design" (ID) as 
*a religious view, a mere re-labeling of cre- 
ationism and not a scientific theory", and 
hence, not suitable for teaching in schools. 
This judgment resurrected, though unwit- 
tingly, people's clamor for ID once again. 
People in Europe are, today, "seeking to 
have Intelligent Design and criticism of 
Darwinism taught in science lessons." 

ID is, of course, not a new concept for it 
goes back to Descartes and even beyond. 
In 1802, William Paley—a well-known 
theologian— proposed an analogy: If a 
man while walking on a heath, finds a 
pocket watch, he, looking at the intricate 
and complex timepiece, is sure to infer 
that it was a product of a great designer. 
Taking the lead from it, some have argued 
that the natural world being more irre- 
ducibly complex than the watch, is a prod- 
uct of a designer — God. 

However with Charles Darwin pub- 
lishing his book — Origin of Species — 
people started believing that evolution by 
natural selection is the force behind 
nature's complexity and diversity. All 
have, of course, not accepted Darwin's 
theory of evolution, for some scientists 
have averred that ^natural selection can 
only choose among systems that are al- 
ready working" and, hence, believe that 
Darwinian mechanisms in no way could 
have shaped the complex systems found in 
the living cells. Biologists, as usual, have 
countered it by accusing the protagonists of 
ID that they are deliberately attempting to 
misrepresent evolutionary science. 

Small wonder that this chasm has 
only further widened, as could be gauged 
from a recent debate between Richard 
Dawkins, Charles Simonyi Professor at 
Oxford University and Francis Collins, the 
Genome Pioneer of the US that the Time 
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magazine organized. In the course of the 
debate, Richard Dawkins wondered: "If 
god wanted to create life and create hu- 
mans, why should he choose the extraordi- 
narily round about way of waiting for 10 
billion years before life got started and 
then waiting for another 4 billion years to 
get human beings..." 

In reply, Francis Collins, being what he 
is—a strong believer in God — questioned: 
Who are we to say that that was an odd 
way to do it? ... If it suits him to be a deity 
that we must seek without being forced to, 
would it not have been sensible for him to 
use the mechanism of evolution without 
posting obvious road signs to reveal his role 
in creation? That aside, Collins argued 
that faith is not the opposite of reason. For 
him faith rests squarely upon reason, but 
with the added component of revelation. 
He also asserted: “Over more than a quar- 
ter-century as a scientist and a believer ... 
I am still able to accept and embrace the 
possibility that there are answers that sci- 
ence isn't able to provide about the natural 
world—the questions about why ... I find 
many of those answers in the spiritual 
realm. That, in no way, compromises my 
ability to think rigorously as a scientist”, 
This assertion of Collins raises a question: 
Why then this age-old conflict between sci- 
ence and religion? 

The answer is simple: the God hypoth- 
esis that emerged out of mythical thinking 
is not able to reconcile with the naturalistic 
hypothesis emerging from the scientific 
thought process and/or vice versa. God be- 
ing what he is—a “personalized represen- 
tation of the human mind”—there arises a 
question: Why restrict oneself to one area? 
As Lancelot Law Whyte argued ages back, 
“If the whole of nature is one system in per- 
petual transformation and development” 
truth, which claims to be universal, re- 


quires to be continually re-created; other- 
wise it may become dogma inducing com- 
placency among men stymieing progress. 
It is only by the use of reason and experi- 
ence that we can appropriate truth and 
keep tradition in a continuous process of 
evolution. According to Indian philosophy, 
if a belief is to be valid, it must stand trial 
in the court of experience, which means, 
that it is only the fusion of one’s objective 
knowledge that is gained by observing the 
“whole of organic nature” with that of sub- 
jective knowledge of one’s experience that 
one can understand oneself fully. Such fu- 
sion simply brings “a new ease and self- 
acceptance, an innocence based on knowl- 
edge". Such ease obviously generates "tol- 
erance" for *multitudes" of opinions, which 
in turn nurtures "systematization of scien- 
tific knowledge and moral, aesthetic, and 
religious experiences". 

As Whitman sang of himself —"I am 
not the poet of goodness only, I do not de- 
cline to be the poet of wickedness also" — 
one can as well be a scientist and at the 
same time a believer in God. Otherwise, 
man, whom Shakespeare proclaimed as 
*the paragon of animals", "the quintes- 
sence of dust", as though he had a fore-view 
of what Darwin was going to say about 
man's origin, is certain to remain a disillu- 
sion to himself, as felt by Shakespeare— 
*man delights me not, no, nor women ei- 
ther". If one has to come out of one's insen- 
sitivity towards fellow beings either by vir- 
tue of his stupidity or cruelty that made 
Shakespeare get disillusioned of the 
“paragon of animals", one has to necessar- 
ily endeavor to have the synoptic vision of 
“whole”. If that were true, wouldn't man 
need both God and science to remain in 
samanvaya — equanimity?m 
= GR Mwty 
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Post: Manager- Accounts & Taxation 
Company: Jindal Saw Ltd. 

Job Desc: Assisting to Formulate Guicance 
Note for Divisional Finance Head & Unit 
Heads to ensure that they are properiy 
advised & there is strict compliance with the 
reguiations with regard to sales Tax, Excise, 
Customs & Income Tax Provisions. 

Profile: The incumbent shall have relevant 
qualifications along with 8 10 yrs experience 
in Accounts & Taxation. 

Exp: 8-10 

Location: Delhi 

Email: 2armendra.sharma(Gjindalsaw.com 


Post: Manager- Accounts & Taxarion 
Company: ORRA 

Job Desc: Will head a team of accountants & 
be responsible for analysis & reporting on 
All-India Branch Accounts, Audit, Taxation, 
Finalizetion of accounts, statutory 
compliances. 

Profile: Looking for a Chartered accountant 
with pest qualification experience in handling 
finalization of Accounts, Direct & Indirect 
Taxation. 

Exp: 5-7 

Location: Mumbai 

Email: hrd@orra.co.in 


Post: Commercial Professional 

Company: Reliance Retail Ltc. 

Job Desc: Would be part of varicus levels in 
Finance & Commercial function of Reliance 
Retail. Will have to consolidate the annual 
budgeting system and prepare detailed 
analysis of budget inputs. 

Profile: The idea! will have tc prepare Store 
Targets & KPIs. Prepare trend 
analyses/reports on financial results, costs, 
revenues Result Orientation Decision Making 
Customer Service Orientation Team Work. 
Exp: 5-10 

Location: Madurai 

Email: ragunath.arumugam@ril.com 


Post: Site Accountant 

Company: Teta Projects Ltd. 

Job Desc: Responsibilities include Planning, 
Monitoring and Controlling of Project 
Accounts and Fimance 

Profile: Familiar with day to day usage of 
Accounting package like Tally. Exposure to 
ERP environment and experience in 
construction industry would be an added 
advantage. 

Exp: 5-10 

Location: Delhi 

Email: sathishkumar@tataprojects.com 


Post: Manager- Finance 

Company: Federa!-Mooul Goetze (India) Ltd. 
Job Desc: The ideal candidate will be 
responsible for Complying with SOX system 
Profile: Candidates with CA/ICWA having 3-5 
yrs of working experience in reputed 
engineering industry Should be conversant 
with SOX system of accounting 

Exp: 3-5 

Location: Bangalore 

Email mnc_india@yahoo.co.in 


Post: Associate Head- Taxation 

Company: DS Group 

Job Desc: Would be responsible for 
Supervision of all Direct Taxation / FBT / VAT 
/ Other local taxation matter including 
assessment and appeals etc. 

Profile: Responsibility entails effective 
functioning / operation of corporate taxation 
division & team under him. Ability to 
mechanize the taxation division, ensuring 
absolute compliance without deviation. 

Exp: 7-10 

Location: Noida 

Email: abhishek.singh@dsgroupindia.com 


Post: Assistant Manager- Finance 

Company: PVR Ltd. 

Job Desc: The job profile includes Project 
Appraisal, Financing and Control. Responsible 
for proper accounting of term loans, interest 
and other financial charges. 

Profile: Candidate must be à 
CA/MBA-Finance with 3 to 6 years of valid 
experience in Finance. 

Exp: 3-6 

Location: Gurgaon 

Email: careers@pvrcinemas.com 


Post: Manager- Costing 

Company: Thomson Press (India) Ltd. 

Job Desc: The incumbent shall be required to 
head the Corporate Costing Department. 
Profile: The candidate shall be qualified Cost 
Accountant (ICWA) with relevant 
professional experience, part of which 
preferably in the printing industry. 

Exp: 8-10 

Location: Mumbai 

Email: hr@thomsonpress.com 


Post: Head- Internal Audit 

Company: Techmahindra Ltd. 

Job Desc: Will be responsible for preparation 
of Audit Plan considering Risk Assessment 
and Statutory/Lega! requirements. 

Profile: We are looking for Professionals from 
Manufacturing( Non IT ) or IT industry 
background. with last 3-4 years in Internal 
Audit role. 

Exp: 12-18 

Location: Pune 

Email: jashish@techmahindra.com 


Post: Manager- Finance 

Company: The Muthoot Group 

Job Desc: Will be Managing & Handling 
Finance/Banking/Accounts, Bank 
Reconcillation, statutory records including 
ROC compliances,PF/ESI,TDS Matters income 
Tax Returns. 

Profile: The ideal shall be a I.C.W.A or C.A. 
or inter C. W.A/Inter C.A. with experience. 
Must have full knowledge of MS-Office with 
perfection in MS-Exce! & of Malayalam 
language. 

Exp: 3-8 

Location: Delhi 

Email: hrm@muthootgroup.com 


Post: Financial Analyst 

Company: HCL Technologies Ltd. 

Job Desc: Responsibilities would include 
Financial Analysis of the available data. 
Giving appropriate inputs to the Project head 
based on the analysis. 

Profile: Looking for an Engineering Graduate 
and preferably an MBA having 4-5 years of 
experience. Should have some IT 
background. 

Exp: 3-6 

Location: Delhi/NCR 

Email: mittu.chaudhry@hcl.in 


Post: Assistant- Accounts 

Company: TAJ Residency 

Job Desc: The ideal will have to maintain 
financial discipline and facilities achievement 
of optimum financial results. 

Profile: Will have to Timely prepare accounts 
payable / receivable / payroll statements, 
income and expenditure statements etc. 
Exp: 3-4 

Location: Aurangabad 

Email: nitin.hake@tajhotels.com 


Post: Manager- Accounts & Finance 
Company: Temptation Foods Ltd. 

Job Desc: The ideal will be responsible for 
entire function of Accounts 

Deppartment., Monthly Trial Balance, 
Finalization & reconciliation of Accounts, 
Daily MIS, Budget, Payroll, Liaison with 
Banks 

Profile: Required a CA with a rich prior 
working exposure. Preference would be given 
to those who have CS and Law qualifications. 
Exp: 10-12 

Location: Mumbai 

Email: careers@temptationfoods.com 


Post: Chief Accountant 

Company: The Crescent Group 

Job Desc: Shall be working as Chief 
Aacountant with relevant prior ex 
Must have thorough knowledge o 
Finalization of Accounts/ Sales Tax, Income 
Tax, Service Tax, tally etc. 

Profile: Candidates should be a M.Com / C.A. 
with minimum 8 years of experience in 
Accounts and taxation . 

Exp: 8-12 

Location: Mumbai 

Email: pramod@crescentindia.com 


rience. 


Post: Pricing Manager 

Company: D'damas 

Job Desc: Shall be responsible for Costing of 
new and existing products, Product 
Contribution Profitability & variance analysis, 
price comparison, Project & Capex 

Profile: Required ICWA with experience in 
costing and pricing related work, preferably 
from Jewellery Industry . 

Exp: 3-4 

Location: Mumbai 

Email: hrd@ddamas.co.in 
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Post: Manager- Head of Direct Taxes 
Company: Lakhani & Lakhani 

Job Desc: The person shall be incharge of 
Direct Taxes Department. The Job shall 
involve co-ordinating work & Interaction with 
Clients. 

Profile: One should have sound knowledge of 
Direct Taxes & should be able to 
communicate and motivate employees of the 
company. 

Exp: 3-8 

Location: Mumbai 

Email: |lak_lak@vsni.net 


Post: Chief Finance Officer 
OMPR Maharaja Whiteline Appliances 
L 


td. 
Job Desc: Will be responsible for Financial 
Operations. 
Profile: Candidate should be a Chartered 
Accountant & should be from a 
manufacturing Industry background. 
Exp: 18-20 
Location: Delhi 
Email: careers_maharaja@yahoo.co.in 


Post: Chief Financial Officer 

Company: Maruti Cotex Ltd. 

Job Desc: Will have to act as Head of 
Finance wing & to raise & manage finance of 
the company. Would prepare all necessary 
documents required for the proposal. 
Profile: The incumbent shall have relevant 
qualifications along with the knowledge of 
Marathi, Hindi, English. 

Exp: 5-10 

Location: Kolhapur 

Email: rmmohite@sancharnet.in 


Post: Assistant General Manager- Finance 
Company: Hindustan Copper Ltd. 

Job Desc: The selected applicant will have all 
the Finance Related Responsibilities. 

Profile: Looking for the Post Graduate in 
Finance having the relevant prior working 
exposure in the similar profile. 

Exp: 11-17 

Location: Kolkata 

Email: hindcopper@rediffmail.com 


Post: Executive- Accounts & Taxation 
Company: Bhartia Group Companies 

Job Desc: The job involves all aspects of 
accounting & taxation related to high 
networth individuals & holding investment 
companies, including: Book Keeping 
Maintaining ledgers and reconciliation in 
Tally. 

Profle: Candidate must be experienced with 
maintaining and finalizing books of accounts 
for small organizations and HNIs, preparing 
tax returns, and using Excel and Tally. 

Exp: 3-8 

Location: Delhi 

Email: director.office@sitarambhartia.org 
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Post: Chief Accountant 

Company: Paras Industries 

Co. Profile: A leading Textile Company 

Profile: Chartered Accountant with experience 
of Audit/Finalization of Accounts/Income Tax 
and Sales Tax. as well as Bank Finance/Loan 
proposals. 

Exp: 3-5 

Location: Mumbai 

Email: accounts@parasind.net 


Post: Chief Financial Officer 

Company: Global Infocom Ltd. 

Job Desc: Will be key functionary who would 
participate and advise in all the strategic 
initiatives of expansion, growth, funding and 
Financial management Liaisoning with Banks 
and Financial institutions 

Profile: Should have Sound knowledge of 
tools like Tally, QuickBooks & Excel Deal 
Structuring and Valuation methodologies 
Project Finance and funding strategies. 

Exp: 8-12 

Location: Delhi 

Email: career@jaaydaad.com 


Post: Officer- Accounts 

Company: Flex Industries Ltd. 

Job Desc: The incumbent would be 
responsible for accounting, Bank 
Reconciliation, Party Reconciliation & shall be 
well versed with exel. 

Profile: The idea! shall have relevant 
qualifications along with the prior working 
exposure in the similar profile. 

Exp: 4-5 

Location: Delhi/NCR 

Email: balendu@flexfilm.com 


Post: Manager 

Company: Computer Age Management 
Services Pvt. Ltd. 

Job Desc: Looking for Share Transfer Agents 
or general Accounts Professionals etc., having 
person Management, Adminstrative and 
written/oral communication skills. 

Profile: Looking for a professionally qualified 
(CA,ICWA,MBA,ACS, Post Graduation) having 
the prior working exposure in the similar 
profile. 

Exp: 5-10 

Location: Chennal 

Email: k_vijayakumar@camsonline.com 


Post: Executive- Accounts 

Company: Global Information Systems 
Technology Pvt. Ltd. 

Job Desc: Should be well versed in Accounts, 
Tally, TDS Matters, Bank Dealings, Debtor 
Management and financial metters. 

Profile: Looking for the Charter3ed 
Accountant (Inter) / B.Com. with MBA Finance 
having the relevant prior working exposure. 
Exp: 3-5 

Location: Delhi 

Email: jobs@gistglobal.com 
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Post: Assistant Manager- Finance 
Company: Spice Ltd. 

Job Desc: Candidate will be responsible 
for handling the General Accounting 
function of the company, Preparing 
Balance Sheet, P&L Accounts, General 
Accounts, Tax Matters, Service Tax etc. 
Profile: Candidate Commerce Graduate 
with 3 to 4yrs of experience in handling 
Accounts function preferably in MNC 
Organization. 

Exp: 3-6 

Location: Bangalore 

Email: careers@spicelimited.com 


Post: Accountant- Real Estate 

Company: ERA Infrastructure (India) Ltd. 
Job Desc: Responsibilities include 
Handling accounting of Income Tax, TDS, 
returns & accounting on ERP module. 
Profile: Must be a B.com/M.com with 3-6 
yrs of experience, should have 
experience in Income Tax, TDS, returns & 
accounting on ERP module, preferably 
from real estate industry. 

Exp: 3-6 

Location: Delhi/NCR 

Email: hrinfrastructure@eragroup.co.in 


Post: Executive-] Finance 

Company: Datacraft India Ltd. 

Job Desc: Should have experience in ERP 
environment 

Profile: Must have experience in SAP & 
have handled regional/ branch 
accounting. Must have ability to monitor 
debtors, follow up with customers, 
support business / commercial aspects of 
business at the region 

Exp: 4-5 

Location: Mumbai 

Email: agnelo.joseph@datacraft-asia.com 


Post: Manager- Operations Finance 
Company: EBS Worldwide Services 

Job Desc: Responsibility include 
reporting, Branch Control, Remittance of 
TDS & Service Tax, Review of Accounting 


ntries. 
Profile: Will be giving Assistance to 
auditors. Must have Accounts knowledge 
of Transfer Pricing, US GAAP. Hands on 
experience on CNP will be an added 
advantage. 
Exp: 8-12 
Location: Mumbai 
Email: careers@ebsworidwide.com 


Post: Officer- Finance 

Company: TESCO Hindustan Service 
Centre 

Job Desc: Preparation and tracking 
against Business Case, perc» MIS 
and Forecasting, raising of sales invoice. 
Tracking of costs i.e., Transition cost, 
Capital investment cost, Redundancy 
cost 

Profile: Looking for a Chartered 
Accountant having atleast 3 years work 
experience. 

Exp: 3-5 

Location: Bangalore 

Email: bs_careers@in.tesco.com 
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One Step Forward and Two Steps Backward 


Ree press reports indicate that the Singapore govern- 
ent is unhappy with the sort of uncertainty that 
wrapped the future of SEZs in India. In a letter written to the 
Prime Minister and the Minister of External Affairs, the 
Singapore High Commission reported to have written that “af- 
ter going to such lengths to woo investments from the country, 
the Indian Government should no: have allowed such uncer- 
tainty to seep in." A similar concern was expressed by Robert 
Soros of Soros Fund Management. which is currently looking 
for a suitable place for establishing a multi-product SEZ. 

There is nothing new in such reports: we are known to an- 
nounce a new policy with all fanfare today and drag it into an 
unending debate, politicking—all ending up in utter chaos the 
next day. Indeed, it is this very nature of our reforms —one step 
forward and two steps backward —that created uncertainty in 
the minds of prospective investors, which ultimately failed the 
nation in building the much-needed infra- 
structure, except perhaps in telecom 
through private-public partnership. 

How else can one explain the current 
state of utter chaos that engulfed SEZs, 
which are conceived as “islands of excellence” 
to make world-class infrastructure available 
to its occupants at globally competitive 
prices? They are assumed to attract global 
as well as domestic investments to set up 
manufacturing and services bases to com- 
pete successfully in the global market. There 
is indeed nothing new about them, for they are essentially based 
on the successful role played in transforming the Chinese 
economy by attracting unprecedented inflow of FDI into that 
country and, in turn, creating massive employment opportuni- 
ties for the local populace. There is, however, a slight difference 
between Chinese and Indian SEZs: In China, it is the govern- 
ment that built world-class infrastructure in the world-size 
SEZs, while in India it is expected that the private sector would 
develop world-class infrastructure and attract global players to 
establish their manufacturing bases. This very model will take 
more time than what China took te reap full benefits from these 
"islands of excellence" and as though it is not sufficient enough, 
the present imbroglio over land acquisition. 

The proposed 237 SEZs would entail an investment of 
Rs. 2,50,000 cr with a potential to create 30 lakh jobs. But their 
establishment calls for roughly 34,500 ha of land. Since these 
are to be established by private participants, state govern- 
ments started wooing the investors with all concessions such 
as making a contiguous piece cf land available by acquiring it 
from farmers. This resulted in the displacement of farmers, 
who obviously took to the streets protesting against forceful 
acquisition of their land. 
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Perhaps, moved by the plight of displaced farmers, the 
Prime Minister in his Independence Day address to the nation 
on August 15, 2006 said: "While we are moving fast to develop 
every region of our country, we have to take pains to see that this 
does not adversely affect those who are displaced ...Our govern- 
ment will soon put in place a comprehensive rehabilitation 
policy so that displacement does not lead to impoverishment, 
and those who lose their land benefit from subsequent economic 
development." However, nothing substantial has so far been 
done. The result is: “uncertainty”. It is no good, for any further 
delay would only divert global investments to other countries. 

To overcome these hurdles, rehabilitation package must be 
drawn quickly and must be executed with a human face at 
every stage of its implementation. As agricultural land is 
known to generate cash flows to a farmer in perpetuity, any 
attempt at rehabilitating him should invariably bear this fact 
in mind. This necessitates that the reha- 
bilitation package must ideally guarantee 
perpetual income to the farmers. This can 
be achieved in two ways: one, rehabilitate 
them with alternate arable land with nec- 
essary technical and financial assistance to 
develop it; or alternatively, pay market 
price to the acquired land and also make 
them shareholders in the proposed SEZs so 
that the perpetuity of their income is as- 
sured. Since cash generation in the newly 
established SEZs would take time, farmers 
may initially be issued convertible debentures, with a notified 
date of their conversion into shares. The stakeholding can be 
worked out based on the cash flows foregone from the land less 
the risk-free returns from the sale proceeds of the land. Here, it 
is also essential to factor the impact of future technological 
advances that can improve the productivity of farms. 

As the Prime Minister wished for, if the displaced farmers 
are to "benefit from subsequent economic development" over 
their lands, governments must initiate steps to "re-skill" the 
displaced farmers so that they can get employed in the pro- 
posed industrial units in SEZs. Secondly, farmers must be 
taught how to make a living away from agriculture. All this 
could be achieved through public-private partnership. 

To achieve double-digit growth, we need to establish SEZs 
without further loss of time, for it alone ensures industrial sector 
participation in the growth process. Their establishment de- 
mands additional land. And land should not be acquired from 
farmers forcefully. This dilemma needs to be solved with a hu- 
man face. And it needs to be addressed immediately. m 
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Wow, April has come! 


There is a certain something about April: its mornings are different from the 
rest of the seasons. They are wholesome and serene. The sky looks clear and 
pure blue, the earth smiles, and all nature rejoices as that eternal rider of the 
day emerges from the bowl of darkness on the eastern horizon. Welcoming 
him are the chirping birds and the peepul's giggling leaves. April mornings are 
surreal beauty: breeze blowing from the south laden with the mist through the 
fluttering and dancing young lush green mango leaves, incensed by the wan- 
dering kuhoo kuhoo songs of koyel sways the mankind, clears the cobwebs of 
yesterdays, and makes one's mind so sharp and clear that snatches of poetry 
memorized in childhood come flooding. 

Blowing through the unkempt hair of the young, it juggles mischievous 
new ideas in their minds. Indeed, April is the month of youth: being freed from 
the grind of classes, lessons, teachers, examinations, and having thrown the 
books onto the attic, children are at their boisterous best in their restless 
search for fun and frolicking. They crave for outings to dance in wild glee—to 
run amok in gay abandon. They even pester parents to take them out on a ride 
across the country. 

Hi! Executives. Heed them. Get out of your whirl and muddle of business, 
at least, for a while. Take them out, let them ramble around free of parental 
pressure, all in the fresh air of the countryside, for 'they have their own 
thoughts’. Let them experience the warmth of vasant. Assist them in knowing 
their country, to relate with it and shape their ideas in sync with it, for that is 
where they have to live for the rest of their lives. 

Even otherwise, you too need a break! Get off from your daily chores and 
what better way could you think of than taking the family on a ride across the 
country. Despite being grown-ups, don't most of us want to do crazy things; 
want to be on our own fancy rides; to take a bet at our disillusionment, the 
hope, and the dream to live a life of our choice, at least for a while, even if it 
means being a 'catcher in the rye? 

Why not join the young and run ecstatically in the wilderness, enjoying the 
multitude of colors of nature at the best of times. Who knows, amidst it, you 
may reinvent your own youthfully innocent 'self that is hidden all along under 
the burden of whatever you are doing, and just like that poet who, encounter- 
ing a glimpse of rangeen nazara of a college lass went around humming in the 
April breeze— Doondtha huo tujhe har raah, har mehifil mein / Mere mehboob 
tujhe, meri mohabat ki kasam / Phir mujhe nargisi aankhon ka sahara de de... 
— you may, flipping into that old life, also muse. Who knows, you may reinvent 
yourself—all those hidden beauties of your imagined life may sprout 
jinglingly, an unknown Raag may entwine you as a tender creeper taking you 
*on the viewless wings of poesy" to Elysium. And don't you think that it 
breathes fresh breeze into your whole family? 

What are you then, waiting for? Incredible India is inviting you! Go out of 
the garish and obtuse cities/towns, deep into the country, out ofthe high rising 
buildings that are blocking the stars in the quiet sky from you, and watch 
moonlight in the night when it sleeps upon the motionless trees, listen to the 
music of night's stillness and ‘become the touches of harmony with the country 
folk by donning the robe of ‘invisible hand’, which is sure to help those stand- 
ing at the periphery earn their living. It's, after all, in spending that one 
realizes the meaning of earning. And, as long as this money-cycle keeps wheel- 
ing across the length and breadth of the country, the whole of India can rejoice 
dancing ‘all inclusively’. 


GRK Murty 





We have zgreed to hold the price line for one year even if the input cost increase. 
—Manoj Gaur, 
President, 
Cement Manufacturers Association (CMA) 


The government fully supports monetary measures taken by RBI to control infla- 
tion and will stand by it when more such measures are taken. 
—Chidambaram, 
Finance Minister, 
We see some downside risks to our own US forcast, which is below consensuses. 
— Jim O'Neill, 
Goldman Sach's global head of 


economic research in London. 


Where land needs to be acquired and it is not decided how the land will be taken 
and justice done to farmers, the freeze would remain (on SEZs). 

— Kamal Nath, 

Commerce and Industry Minister 


Our target audience is affluent youngsters who know what you Tube and mobile 

blogging is all about. Mobile file-making is the next big thing and has great market 
opportunity for mobile players. 

- Vineet Taneja, 

Multimedia Business Director, Nokia. 


The worst year for Airbus in its life. 
—Louis Gallois, 
~co-Chief, EADS 
and Airbus Chief Executive 


There are 120 million households that are underbanked and this represents a 
serious opportunity for bankers. 

~V Vaidyanathan, 

Executive Director, ICICI Bank 


We see the market will move in different directions..... It’s global reality here— 
different markets are moving at different rhythms. 

—Simon Beresford-Wylie, 

spoke in the context of the emerging mobile market at 

3GSM World Congress, CEO of Nokia Siemens Networks (NSN) 


So, we think a continued tightening here or a continued withdrawal of accommoda- 

tion would be helpful in forestalling the risk that we see of further spike-up of 
inflation going forward. 

— Charles Kramer, 

Division Chief for Asia-Pacific, 

International Monetary Fund 


April 2007 ! 


How to Reach 


hil 


ANALYST 





SEND YOUR FEEDBACK/ARTICLES TO 
The Editor 
The Icfai University Press 
6-3-354/1, Stellar Sphinx, Road No. 1 
Banjara Hills, Panjagutta, Hyderabad-082 
Andhra Pradesh, India. 
Tel: 4-91(40) 23430-448 to 451 
Fax: +91(40) 23430-447 
E-mail: info@ictaipress.org 
Website: www.icfaipress.org 


ADVERTISEMENT ENQUIRIES 


David Wilson, Sr. Manager 
ICIT Software Center (P) Ltd. 
126, Mahalaxmi Towers 
Srinagar Colony, 
Hyderabad 500 073. 
Ph:4-91(40) 2342 3101 to 3105 
Fax: +91(40) 2342 3111 
E-mail: mkt@icfaipress.org 


SUBSCRIPTION DETAILS 


Rs. 625 Rs. 825 


One Year 





Five Years Rs. 2,000 Rs. 3,000 


Payment to be made by crossed 
Demand Draft drawn in favor of 
"The Icfai University Press.” Hyderabad. 
Visa & MasterCard holders can subscribe 
online or fax their subscription order 
indicating their credit card number, name, 
amount, expiry date, duly signed. 


For subscriptions and related enquiries, 
write to: 
Executive, Subscriptions 
The Icfai University Press 
#52, Nagarjuna Hills, Panjagutta 
Hyderabad - 500 082. 
Tel: +91 (40)23435-368 to 374 
Fax: +91(40)2335-2521 - 
E-Mail: serv@icfaipress.org 


Please contact your nearest Icfai Branch, 
details of which are available at 
www.icfai.org/branch offices.asp 


Chartered Financial Analyst: 


M CONTENTS 


COVER STORY E 


FINANCIAL MARKETS 
14 Hybrid Funds 


Crossing Private Equity 
and Hedge Funds 


54 Global IPOs 
Wall Street on the Back Foot? 


CORPORATE STRATEGY 


16 Citigroup 
Citi Sleeps! 
36 Airbus 





: Restructuring Blues 
Mumbai, unlike any other city in the world, has many identities. For millions of 
ordinary citizens of the country, it is the city of their dreams, for businesses it isthe 38 Dell 

country's financial hub, and for millions of homeless it is their home. However, the city CEO Shake-up 
that gives cover to a populace of 18 million and more is itself scurrying for cover as its 
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Idea Inks $800 mn Pact with IBM 


dea Cellular Services, belonginz to the Aditya Birla Group, has entered into a 

10-year outsourcing deal of about $800 mn with Internatiomal Business Ma- 
chines (IBM). This deal will however aim at transforming Idea's business process 
and IT infrastructure, thus giving an improved edge to it. The deal which is de- 
signed based on the risk-reward revenue 
sharing model will include all of Idea's ex- 
isting operations and alse new additions. 
Commenting on this deal, Sanjeev Aga, 
Managing Director of Idea Cellular, said, 
"We will harness IBM's power to support 
Idea's growth with robust solutions that 
address scalability, complexity, innovation 
and cost control, to provide Idea with the 
most advanced business processes glo- 
bally". Idea will indeed benefit from this 
kind of pact, receiving end-to-end transfor- 
mation of business critical processes com- 
prising of services like— billing, revenue assurance and credit collection, sub- 
scriber management, business intelligence, fraud management, customer rela- 
tionship management, e-billing and payment, and customer self-care. Of course, 
this will enhance Idea's capability of meeting the needs of its 14 million customer 
base in a more improved manner with a good prospect for future growth. Moreover, 
Idea will share the advantage of IBM undertaking the management and support 
of izs IT infrastructure. "All IT department employees of Idea would play a key 
role in the transformation, either as Idea employees or as IBM employees", said 
Sanjeev Aga. 

This no doubt dawns as a golden opportunity for Idea to give its business a 
new dimension with IBM lending supporting hand. 


Fighting Poverty 


Hi» days are here again as India's 15-year old economic reforms bore out 
. A standing results in compressing the poverty level from 36% in 1993-94 to an 
appreciable 27.5% in 2004-05. Even the estimate, based on expenditure on infre- 
quently purchased items like clothing, footwear and durable goods and their us- 
age in a 365-day recall period —called Mixed Recall Period (MRP)— also confirms 
that poverty levels have declined from 26.1% in 1999-2000 to 21.8% in 2004-05. 

In fact, the most striking feature is that there is a remarkable reduction of 
poverty in the rural sector than anywhere else. According to a Uniform Recall 
Period (URP) estimate, the rural poverty has declined by 9% points to 28.3% in 
2004-05 from 376.3 in 1993-94, with the urban poverty lowered by only 6.7% 
points to 25.7% during the same period. Gains have been impressive in recent 
years. Adding to this glory is the astounding performance by the “strife-torn” 
Jammu & Kashmir in achieving the status of the lowest poverty level (5.4%) as 
per the URP estimates, though the MRP rankings push J&K to the second posi- 
tion after the topper Chandigarh with a poverty level of just 3.8%. 

According to the estimates by MRP and URP, the most poverty-stricken re- 
gions are those with a predominantly large share of tribal population. In the list 
of those states with higher poverty levels, Orissa with 39.9% tops the show, fol- 
lowed by Jharkhand (34.8%), Bihar (32.5%), Madhya Pradesh (32.4%) and 
Chhattisgarh (32%). 
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SAIL to Venture 
into Cement 





e Steel Authority of India Limited 
(SAIL) has signed up a JV deal of 
Rs. 600 cr with Jayprakash Associ- 
ates Ltd., making a foray into the ce- 
ment manufacturing sector. According 
to the deal, SAIL will hold 26% of the 
JV, whilst the remaining 74% will be 
held by Jayprakash Associates Ltd. 
This merged entity has proposed to 
set up a cement plant with a capacity 
of 2.2 million tons in Satna, Madhya 
Pradesh, which would utilize the slag 
generated at SAIL’s Bhilai Steel 
Plant. “This is the largest joint ven- 
ture that SAIL was embarking on 
with a partner from the private sector. 
Steel and cement being the prime in- 
puts for infrastructure development of 
the country, we are happy for our asso- 
ciation with the cement industry”, SK 
Roongta said. According to the deal, 
SAIL will offer granulated slag of one 
million tons annually and also bear 
the lease of land for the proposed ce- 
ment plant. On the other hand, 
Jayprakash Ltd. would be responsible 
for raising debt and project execution. 
SAIL is also planning to set up a simi- 
lar joint-venture cement unit near its 
Bokaro plant. “The steel industry, glo- 
bally, is forging tie-ups and alliances 
to ensure their raw material security. 
We are also doing the same,” Roongta 
added. 


W" the constant upward surge in 

the rupee value, analysts’ pre- 
dictions are high that rupee may reach 
the 20-month highs very soon. This is, 
however, due to the banking system run- 
ning short of cash and also current weak- 
ening of the dollar after the Federal Re- 
serve held rates steady at 5.25%. Realiz- 
ing this urgency, the cash rate fell over- 
night, while experiencing a 70% jump in 
the rate at which banks lend funds to 
each other. This is a rare phenomenon, 
which bankers said was the highest since 
1996, when the rate topped 100%. In- 
deed, India’s top exporting companies 
are already feeling the pinch. 

Major exporting sectors like IT, tex- 
tiles and automobiles are reeling under 
the pressure of the recent increase of 
51.50 paise in rupee value. This will 
have an adverse impact on export tar- 
gets of IT majors like TCS and Infosys. 
“A one rupee realization on dollar bill- 
ings there will be an impact of 1-1.5% 
compared to the previous quarter. We 
have hedged to some extent and we ex- 
pect that to help. However, the hedging 
may not fully offset the strengthening of 
the rupee,” said S Mahalingam, CFO of 
TCS. Similar concerns have been raised 
by Infosys’ CFO, Balakrishnan. He 
says, “A 1% change in the rupee-dollar 
rates will have a 50 basis point impact 
on the margins”. It is not only the IT 
kings who will be affected, but also the 
textile and garment exporters. “It will 
make small dents, but will only affect 
exporters who depend more on spot or- 
ders, which leave them with no provision 
to take into account a certain amount of 
rupee hardening”, said Surinder Anand, 
Executive Secretary, Garments Export- 
ers Association. For automakers like 
Hyundai which ships 100,000 cars from 
India, the pinch is a bit hard. 

However, economists and ana- 
lysts are of the opinion that the rupee 
hardening is but a temporary phe- 
nomenon due to rise in call rates and 
will soon come down to normalcy by 
mid-April. 
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Skoda Plans Big for India 


koda is on the look out for a change in 
its India strategy. Until now, 
Skoda’s Aurangabad plant has been as- 
sembling cars from the ready-made kits 
imported from the Czech Republic. But, re- 
cently, the company has been thinking of 
setting up a full-scale manufacturing unit 
here in India. This decision comes just after 
Karsten Bogun took the helm of Skoda as the Managing Director of Indian operations 
in December 2006. As opined by Bogun, “There will be synergies between the three 
companies, Skoda, Volkswagen, and Audi. And we are quite likely to work together on 
developing a strong vendor base here. We are quite satisfied with the quality of 
suppliers here and are looking to increase our local component sourcing . 

Skoda's localization plan comes just in time with Volkswagen's decision to set 
shop in Pune. Volkswagen will boost up Skoda's manufacturing activity in India, 
provided it gets enough volumes. After years of contemplation and a tough tussle with 
Andhra Pradesh, ultimately Volkswagen has arrived at a final decision to invest Rs. 
2.400 cr to set up a 1,10,000 unit facility in Chakan. If everything goes well, then 
Skoda can start exporting fully built cars to Europe from its Indian facility. Even 
Volkswagen has proposals to manufacture a compact car, which will have a high level 
of local components of about 80% targeting especially the Indian market, to compete 
head-on with Maruti Swift and Hyundai Getz, besides the manufacture of its luxury 
car Passat. 

For Skoda, which has been till now targeting the premium segment with its 
Octavia, Laura and Superb cars, sees a bigger expansion in volume segment with the 
launch of its Fabia hatchback in India by the end of 2007. Even Volkswagen group is 
working hard towards building operational synergies between its group companies in 
procurement and manufacturing, despite the overlapping in product portfolios with its 
partners. While integrating the back-end operations, in fact, the fine line of discrimina- 
tion will be held keeping its marketing and brand building activities separate. Skoda 
will assemble the Passat for Volkswagen till its facility becomes operational in 2009 
and its other group company Audi will also assemble its A6 in Skoda's facility. 


Ball in SEZ Court 


EZs are becoming increasingly hot with the touch of political colors. After the 

killings in Nandigram due to police firing, the Center has now announced 
changes in the existing SEZ rules and made developers solely responsible for rehabili- 
tation of displaced persons. "The developer (of special economic zones) shall make 
adequate provision for rehabilitation of the displaced persons as per the relief and 
rehabilitation policy of the state government", as runs the notification by the Com- 
merce Ministry. Even tight measures are taken to check speculation by real estate 
players, by reducing the validity for "in- 
principle" approval from three years to 
one year. However, the validity for formal 
approval will remain the same, i.e., three 
years, because land possession is essen- 
tial for getting the final nod from Board of 
Approval in the Commerce Ministry. It 
is, now, up to the developer to show that it 
possesses irrevocable rights over land. 


— 
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Showing Now: Apple TV 


pple has launched its TV box that provides viewers with a choice of music or 
Video stored in the computer and to be played on their television sets. Accord- 
ing to the company, the new device 
which works through a wireless con- 
nection has nearly the same quality 
as a DVD player. It has a 40GB hard 
drive capable of storing up to 50 hours 
of videos, 9,000 songs or 25,000 pho- 
tos, or a combination of the three for- 
mats. Users can download music from 
iTunes. Its retail price is set at $299 
in the US. Jonathan Hoopes, a 
ThinkEquity Partners' Financial 
Analyst predicts that 25 to 70% of the 
22 million Mac users, and many more 
PC users, would buy the device in the 
next five years, overtaking set-top box maker TiVo and mail-order DVD renter 


Netflix. 
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Motorola's Troubles 


JUI ses Inc., world's No. 2 
cellphone maker has an- 
nounced to replace its Chief Fi- 
nancial Officer (CFO) as it 
slashed its first-quarter sales, 
forecasting weaker-than-ex- 
pected revenue from its cellphone 
unit. Consequentlv, its stock has 
shed 9% this year after 9% de- 
cline in 2006. The company 
blames David Devonshire, 61, 
who will retire from the CFO po- 
sition and Thomas Meredith, 56, 
has been named as the acting 
CEO that will be effective from 
April 1, 2007. Chairman and 
CEO Ed Zander called this loss 
as an "unacceptable" perfor- 
mance by its mobile business 
unit. He also announced Greg 
Brown, President of the 
company's networks and enter- 
prise business, to the vacant 
posts of President and Chief Op- 
erating Officer. With these 
changes, the company is now ex- 
pecting sales for the January- 
throuzh-March quarter of $9.2 bn to $9.3 bn, down more than $1 bn from its 
January forecast of $10.4 bn to $10.6 bn. 
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Profits Lift at Hutchison 


| | utchison Whampoa Ltd. posted a 
40% surge in 2006 net profit 


while forecasting a lesser loss in its 
third-generation mobile telecoms busi- 
ness and expects exceptional gains. 
"The bottom line looks pretty much in 
line and 3G losses are slightly better," 
said Cusson Leung, analyst at Credit 
Suisse. The company posted a net in- 
come of HK$20.03 bn for 2006 ($2.57 
bn), compared with a HK$14.34 bn net 
profit in 2005. 





Cadbury to Split Its 





(Stes Schweppes Plc., Cadbury, 
the world’s largest confectionery 


maker unveiled its plans to split its 
sweets and drinks units, fueling specu- 
lation of £7 bn ($13.47 bn) sale of its 
beverage business. A set of analysts 
said that the move came in due to pres- 
sure from investors led by the US bil- 
lionaire, Nelson Peltz, to sell or spin-off 
its American drinks unit that could 
leave the rest of the business weaker to 
competitors. The company expects that 
this move will help to unlock value for 
shareholders. Cadbury’s shares have 
lagged behind its food peers in 2006; 
however, it has improved in 2007 with 
the introduction of new products. The 
core confectionery side will contain 
Dairy Milk chocolate and Trident chew- 
ing gum, while the soft drinks side will 
own the Dr Pepper and Snapple brands. 
"This is good news; it's better to operate 
the businesses separately," said Ana- 
lyst Rob Mann at Collins Stewart. 
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B BUSINESS ENVIRONMENT 


Vodafone's Mega Deal 


The Giant Comes Calling 





With a resounding furor over the acquisition of Hutchison Essar, Vodafone 
emerged as the winner and will get strong access to one of the world's 
fastest-growing mobile phone markets. 


a 


ndia's mobile market is booming. It 

is now the worlds fastest-growing 

and most promising mobile phone 
merkets with more than 140 million 
users and adcing about six million sub- 
scribers every month. The market is 
growing by around a whopping 55% a 
year. The figure is expected to be same- 
where around 200 million subscribers 
by the end of the current year. The na- 
tion will soon outnumber the mooile 
user population of Italy, France or Prit- 
ain. Besides, the growing middle-c ass 
ficure will be an added bonus against 
robust economic growth. According to 
estimates, by 2010 around 500 milion 
Indians are likely to possess mobile 
phones. The industry's growth story is 
very encouraging particularly telecom 
giants like AT&T, BT Group PLC and 
Vodafone Group PLC who had ear ier 
exited, returned to its shores. Now the 
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sale of India's fourth-largest mobile 
player has turned into a high stake 
battle for Vodafone, the world's biggest 
mobile phone group by terms of revenue, 
which aims to grab a large foothold in 
the Indian mobile market. With the 
mobile business in Europe waning, the 
present acquisition makes business 
sense for Vodafone. Vodafone has al- 
ready acquired a 10% stake with an- 
other leading mobile operator, Bharti 
Airtel. Experts say, “the deal is just the 
latest in a string that shows the power 
of Indian companies and the strength of 
the Indian market.” Analysts in the UK 
are seeing the deal as a good fit for 
Vodafone by adding that it is a return to 
its “swashbuckling” days of old and an 
emphatic execution ef its emerging 
market strategy to "become a global 
player that offers mobile phone services 
alone". 


India's largest inbound M&A deal 


Britain's Vodafone Group's acquisition 
of Hutchison Essar, the Indian operator, 
is by far the largest cross-border deal in- 
volving an overseas firm acquiring à 
company in India. It is the third largest 
deal ever and biggest since the $231 bn 
Mannesmann deal in 2000. Along with a 
net debt of $2 bn, the deal values 
Hutchison Essar at $18.8 bn and is 
Vodafone's biggest since its record €180 
bn acquisition of Mannesmann, of Ger- 
many, in 2000. Experts cheered 
Vodafone's $11.1 bn acquisition of a con- 
trolling stake of 77% of Hutchison Essar 
owned by Hutchison Telecom Interna- 
tional Ltd. (HTIL), a subsidiary of Hong 
Kong-based Hutchison Whampoa Ltd., 
and the remaining 33% by domestic di- 
versified Essar Group. With the 
Vodafone move, the total value of M&A 
deals will touch $45 bn and it tops the 
telecommunication sector’s slot in the 
sectoral ranking of the India Inc. M&A 
position with a deal value of $16 bn and 
a share of 35%. On the whole, the fight 
over the acquisition of Hutchison Essar 
has created quite an uproar in the 
Indian mobile market. Rishi Sahai, 
Board Director, IndusView opines, 
“Whatever be the outcome of the tussle 
to acquire Hutchison Essar, it signals to 
other global mobile telecom service pro- 
viders who are absent in the world’s fast- 
est growing mobile telecommunication 
market that there is ample room to en- 
ter, at least inorganically.” 


The Ruia connection 

Though Vodafone emerged as the top 
bidder with the acquisition of 
Hutchison Essar, Anil Ambani Group's 
Reliance Communications, India’s 
No. 2 mobile operator, and a group led 
by Hindujas as well as Essar are hot on 
the heels of Vodafone in the acquisition 
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Vodafone's Mega Deal 


race. On the other hand, the Ruia broth- 
ers from Essar group control 33% stake 
in the venture and appears to be in the 
driver's seat. Analysts say, “It was not 
immediately clear if Essar, while sub- 
mitting its bid has asserted its Right of 
First Refusal on account of its 3396 hold- 
ing in the venture, would get a chance to 
match the top offer." Vodafone has of- 
fered to partner Essar, on which the Ruia 
brothers said, ^We are at the moment 
evaluating all our options in the best in- 
terest of the Group." Amidst speculation 
that the Ruias might sell their stake, 
Arun Sarin, CEO of Vodafone, declared 
that he was keen that they stay on board. 
He made it clear that it would dispose of 
a 5.696 stake in Bharti Airtel, India's big- 
gest telecom operator, and plans to 
share infrastructure with Bharti, which 
are central to Vodafone's strategy to 
maximize returns from Hutchison 
Essar. The sharing of existing infra- 
structure should enable Vodafone to 
make $1 bn of savings on capital and 
operating expenditure. 


Deal implications 

At first glance, Vodafone's entry into 
the Indian mobile market would not 
seem to change the competitive land- 
scape dramatically. However, if 
Vodafone retains its stake in Bharti 
Airtel, it could turn out to be a critical 
alliance. But, going by the regulatory 
provisions, Vodafone will have to go 
with an Indian partner and its stake in 
the acquired company cannot exceed 
74%, Liz Hall of Informa Telecoms & 
Media of London, said, “In India, it is 
going to be all about making small mar- 
gins on lots of subscribers —that's going 
to be a new mindset for Vodafone." On 
the Vodafone front, the deal will dilute 
its earnings per share for five years, 
starting at 7% in 2007-08 before becom- 
ing neutral in 2011-12. Peggy Johnson, 
Executive Vice-President, Qualcomm, 
the US maker of chips for mobile 
phones, says, “The move by Vodafone is 
not only very positive for the company 
but also for India because it will drive 
competition and increase services. 
Vodafone saw an opportunity and 
jumped at it. Just as they have done in 


i Chartered Financial Analyst | 


other markets, they move fast and oth- 
ers will have to respond." 

In the past, analysts have criticized 
Vodafone's emerging market strategy. 
Even its investors expressed concerns 
that Vodafone could be overpaying for 
Hutchison Essar. John Delaney of 
Ovum, the British consulting firm, called 
the Hutchison Essar deal "pricey", but 
said it should not be “a nasty surprise" 
for Vodafone investors. Liz Hall men- 
tions, "India could be a place from where 
Vodafone can begin to look at other re- 
gional markets, such as Pakistan, 
Bangladesh and even Indonesia." 

Though Hutchison Essar ranks No. 
4 in the Indian mobile market with a 
16% share and 23 million customers, it 
is operating in limited circles as it does 
not have pan-Indian coverage. Going by 
this, Vodafone's investment was costly. 
However, it can be recovered as long as 
the company expands Hutchison 
Essar's existing subscriber base by 
pumping in money and setting up a pan- 
Indian network." For instance, in last 
March 2006, Vodafone's British opera- 
tions signed up one million new custom- 
ers. In the same period, Hutchison 
Essar added 7.6 million. 


A win-win situation? 

Over the last 2-3 years, stock market 
evaluations have continuously climbed; 
so, whether Vodafone’s move at this 
juncture is justified or not is the crucial 
question and remains to be seen. Arun 
Sarin has a tough time ahead to prove 
that Vodafone will get a good return on 
this mega deal. Last year, the CEO faced 
embarrassment when 15% sharehold- 
ers withheld support against him in the 
annual general meeting. In May 2006, 
Vodafone recorded a net loss of $40.7 
mn, the largest in European corporate 
history, due to write-down of subsidiar- 
ies in Germany and Italy, which 
Vodafone bought when valuations were 
high. Is it going to be history repeating 
itself for the company’s Indian chapter? 
Analysts say, “Everyone in this industry 
knew that future growth would come 
from emerging markets some four years 
ago, but since Vodafone waited until 
now, they have to buy an investment in 


India for an extremely high price.” Ac- 
cording to a leading New Delhi-based 
telecom analyst, “Overpaying for Hutch 
is not the only risk Vodafone is taking. 
Hutch is a pure voice player and has no 
data or 3G infrastructure, requiring 
Vodafone to make huge investments to 
upgrade the network.” To top this all, 
Vodafone will also have to come to terms 
with Essar, which had a difficult rela- 
tionship with Hutchison. He further 
adds, “The telecom mega deal is ex- 
pected to have minimal impact on the 
Indian market. As Bharti Airtel will re- 
main No.1 and Reliance Telecom No.2.” 


Outlook 


Vodafone’s mega deal is the biggest 
takeover in the history of India Inc. and 
comes hot on the heels of Tata’s aequisi- 
tion of Corus, the former British steel 
empire. By accessing control of 
Hutchison Essar, Vodafone will get 
strong access to one of the world’s fast- 
est-growing mobile phone markets. The 
mobile penetration in the country is 
still relatively low compared to the 
nation’s population of 1.1 billion, trans- 
lating to less than 1 in 50. Moreover, the 
mega deal comes at the right time as 
the Indian Government is in the process 
of building 8,000 towers for joint use by 
private mobile operators. Arun Sarin 
insisted that Vodafone had secured its 
new operation, “at a very reasonable 
price”. He says, “We feel very confident 
about market share growth, very confi- 
dent about profit growth, and we feel 
good about talking to our shareholders. 
We have got this at a very reasonable 
price and are thrilled.” However, there 
are some complications still surround- 
ing Vodafone's decision over an Indian 
partner, which it is obliged by laws to 
have. In the days to come, there are big- 
ger chances that mobile warriors will 
continue to capture emerging markets 
rather than the developed markets. As 
the telecommunication industry 
emerges from the financial crisis of the 
last three years, a wave of global con- 
solidation is not ruled out. m 


- N Janardhan Rao 
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Budget 2007 


Victim of Rising Inflation? 


J hen sorrows come, they come not 
single spies / But in battclions, 
said the bard. And that is what is 
haunting the dream team of India’s eco- 
nomic management today. Till ination 
has raised its ugly head once again, every- 
one thought that India is successfully 
journeying from a regulated economy to 
free market economy without any hiccups. 
Bat the recent developments have proved 
it tc be a temporary phenomenon: giobal- 
ization has only widened the gap between 
tne rich and the poor, with poor growth 
rate in job creation and poverty reduction 
anc to cap it we are teday plagued with 
rising inflation that stands at 6.7%—the 
price rise being felt more in essential 
goods such as food grains, edible cils and 
vegetables that hit hard the already 
marginalized sections of the society. 

Obviously, the first victim of these de- 
velopments is the Budget 2007: govern- 
ment has increased budget allocations to 
social sector under the heads of education, 
healthcare, irrigation, and rural infra- 
structure at the cost of core infrastructure 
development; capped cement prices; 
banned futures trading in rice and wheat; 
banned export of wheat and pulses, ete., 
which the armchair critics dubbed as re- 
versa: of our journey towards free market 
economy. 

Yes, they do nave a point in what they 
are saying, but that is nct ‘all’. To better 
appreciate the other side, let us first take 
a deeper look at some of the budgetary 
provisions. Market reports indicate that 
in the recent past, cement prices have 
risen by over 25%, and reacting to this 
phenemenon, the government has re- 
sorted to capping the cement prices. True, 
such arbitrary fixation of prices by the gov- 
ernment can suppress fresh investments 
in cement industry, which means further 
shortage in supplies in the days to come. 
It can also cause pressure on prices, once 
the control is lifted Secondly, such govern- 
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mental intervention in market prices is a 
good enough cause for external investors 
to get jittery of Indian reforms, which the 
critics consider is not in the long-run inter- 
est of the country. Nevertheless, in the 
short-run, this measure is certain to pull 
down the prices. 

Similarly, the banning of futures trad- 
ing is dubbed as a retrograde step. True, 
trading in commodity futures helps farm- 
ers discover the future price of agricultural 
products and accordingly plan their crop- 
ping pattern for the forthcoming season. 
In fact, the economy survey report tabled 
by Finance Minister in the Parliament 
did opine: “Futures markets help in effi- 
cient price discovery of respective com- 
modities and do not impair the long-run 
equilibrium price of commodities.” De- 
spite its stated understanding, govern- 
ment did ban the trading in futures, and 
that is what is baffling many. “It is cer- 
tainly a wrong prescription for the right 
disease”, aver many economists. 

In a similar vein, many economists 
consider the monetary policy responses to 
the current rising inflation are not all that 
encouraging, for the impact of rising inter- 
est rates will be different on small and 
medium-sized businesses vis-a-vis large 
corporates. Large firms can freely access 
global financial markets to avail capital 
at a cheaper rate, that. too, leaving their 
borrowings in foreign currency unhedged 
owing to the known policy of the Reserve 
Bank to defend the dollar price. As 
against this, it is the small and medium 
sized firms that have to face the brunt of 
the rising cost of capital and in the process 
get further marginalized in the global 
competition. Hence, many economists 
fear that traditional monetary policy re- 
sponses to raising inflation in the ‘open- 
ing-India’ may result in unsought for con- 
sequences. 

It is feared that cumulatively these 
actions may put us back in “Permit- 


Quota-Raj” system of economy. Hence, 
many critics are today questioning the 
very governmental intervention in the 
functioning of markets. This assertion 
poses the obvious question: Does market- 
driven economy mean no intervention by 
the government? The best answer for this 
can be had from what the author of the 
"Invisible Hand" — Adam Smith — said: 
“It is not from the benevolence of the 
butcher, the brewer, or the baker that we 
expect our dinner, but from their regard to 
their self-love..." He also said: *people of 
the same trade seldom meet together... 
but the conversation ends in a conspiracy 
against the public." He, therefore, be- 
lieved that commercial freedom would 
make sense only when ‘personal and po- 
litical emancipation' co-exist. That's 
where one wonders if Adam Smith's “In- 
visible hand" alludes to Macbeth's invi- 
tation for darkness *with thy bloody and 
invisible hand" to seal his crimes. 

That aside, it is commonsensical that 
for successful functioning of markets, 
market transactions should be disci- 
plined, predictable and that is where 
Adam Smith offered his Theory of Moral 
Sentiments to discipline civil society. 
Here, it is worth recalling Smith's deri- 
sion for windfall profits: “Our merchants 
and master manufacturers... are silent 
with regard to pernicious affects of their 
own gains.” It means market transac- 
tions are to be necessarily embedded in 
non-market relations—trust or social 
capital that can glue the society and the 
economy together—for markets to func- 
tion successfully. It, therefore, calls for a 
marriage between Smith’s prescriptions 
under his Theory of Moral Sentiments and 
The Wealth of Nations. Wouldn't such a 
fusion call for discrete governmental in- 
tervention in markets?m 


~ GRK Murty 
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B FINANCIAL MARKETS 


Hybrid Funds 


Crossing Private Equity and Hedge Funds 





Hybrid funds which promise to offer the benefits of both Private Equity and 
Hedge Funds are gaining popularity in India. 





Despite the inherent differences be- 
tween hedge funds and private equity 
funds, hybrid funds are gaining popular- 
itv. There is a large investor base for hy- 
brid funds, which is why we have seen 
more of these types of vehicle over the past 
year or so. 

— Ricardo Davidovich, 
Partner, Tannenbaum Halpern 
Syracuse & Hirschtritt. 


hanks to the convergence trend 
of Private Equity (PE) funds 
and Hedge Funds (HFs), Ind.an 
capital markets have been witness ng 


the gradual emergence of a new breed of 


alternative investments known as hy- 
brid funds or multi-strategy funds. 
These funds offer the best of both the 
PEs and HFs, which have since been 
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gaining ground in India. Out of the $40 
bn invested by PE firms in India, over 
the past three years, $9 bn were through 
hybrid funds. Analysts opine that these 
funds can offer a competitive edge to the 
PE managers over other alternative in- 
vestments. 


HFs vs. PEs 


Traditionally, HFs and PEs were re- 
garded as two distinct alternative in- 
vestment classes. Except for the fact 
that both are private pools of capital, 
the rest of their features, like invest- 
ment philosophies, target investors and 
organizational cultures, are entirely 
different. 

HFs typically invest in liquid assets 
like marketable securities with a motive 
to profit from the market inefficiencies 


and pricing anomalies. It is quite com- 
mon for them to pursue short-term in- 
vestment philosophies rather than long- 
term ones. They may even take short- or 
long-term positions in the securities by 
holding for just minutes, hours or days. 
In general, HFs use derivatives, arbi- 
trage and short-selling strategies. 

On the other hand, PEs typically in- 
vest in illiquid assets like stake in pri- 
vate companies. They take such size- 
able stakes in the companies which 
would enable them to influence the 
management decision-making. They 
work closely with the management to 
enhance the value of the company and 
have a relatively long-term investment 
horizon, which varies from 3-8 years. 
Traditionally, PE firms use equity, 
debt or a combination of both. 


Convergence mania 

Though these two alternative invest- 
ment categories were distinct histori- 
cally, in the recent past, there has been 
a blurring of the line between PEs and 
HFs leading to an increasing trend of 
convergence of these two asset classes. 

A recent survey by Grant Thornton 
and the Association for Corporate 
Growth shows that the blurring line be- 
tween PEs and HFs was primarily 
driven by HFs, which have turned to PE 
investments in order to make more 
profits. Hedge funds such as Cerberus 
Capital Management and DE Shaw are 
getting more involved in private equity- 
type investments. 

Though the terms and structures of 
HFs did not allow them earlier to enter 
the PE arena, challenges like responsi- 
bility of deploying increasingly avail- 
able capital, regulatory pressures, in- 
tense competition coupled with increas- 
ing market efficiency, are compelling 
them to participate in PE activities. 
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Hybrid Funds 


During the last few years, alterna- 
tive investment avenues like HFs have 
been evincing large inflows of capital. 
This has been posing a challenge for 
the HFs to deploy capital effectively; 
hence, they are on the lookout for other 
investment avenues beyond their tra- 
ditional territory. 

Another reason for the convergence 
was due to the increasing pressure 
from regulators on HFs. To escape 
from regulatory scrutiny, a few HFs 
opted to enter the PE arena, which 
does not entail such tough regulatory 
ambits. However, HFs are also re- 
lieved from such regulatory registra- 
tion requirements, which was man- 
dated by SEC's rule under the Invest- 
ment Advisors Act of 1940, as the US 
Court of Appeals in Washington has 
repealed the rule in June 2006. 

Intensifying competition, which is 
resulting in fewer opportunities in the 
HF market, is also making the PE 
market more appealing for HFs. Ac- 
cording to the Dialogie Corporation, 
leading provider of high-speed notifica- 
tion technology, hedge funds accounted 
for at least 50 PE deals in 2006. 

It is not that only HFs are inter- 
ested in PE deals, transactions are 
taking place the other way round too. 
Many PE firms like, Kohlberg Kravis 
Roberts & Co., Texas Pacific Group, 
Blackstone Group, Carlyle Group, 
Auda Advisors and Bain Capital, have 
launched their own hedge funds to em- 
brace the opportunities associated 
with convergence. 

PE firms are also actively tapping 
HFs for various reasons. As PEs typi- 
cally invest in illiquid assets, they 
have to wait a long time for the portfo- 
lios to mature. Hence, PEs who want to 
generate capital faster could do so by 
leveraging the HF market. Some PEs 
are partnering HFs to mobilize addi- 
tional capital in order to complete big- 
ger transactions. Some of them are 
also involved in Private Investment in 
Public Entity (PIPE), thereby, enhanc- 
ing the value to the public companies. 

Thus, of late, many of the largest 
PEs and HFs have extended their port- 
folios beyond their traditional bound- 
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aries and started offering both services 
under one roof, leading to the emer- 
gence of hybrid funds. 


Best hybrids 

Hybrid funds were first conceptualized 
in the year 1992 by a US HF, SAC Capi- 
tal. These are perceived as best of both 
the paradigms of alternative invest- 
ments as they offer the flexibility of in- 
vesting in both liquid and illiquid as- 
sets. These funds can use both the 
short-term and long-term money ac- 
cording to the investment require- 
ments. Like HFs, they can invest short- 
term money in the "flavor of the month" 
companies and, like PEs, can also in- 
vest long-term money in companies 
that deliver value in the long run. 

Hybrid funds are unique in a way 
that they collect the funds from the in- 
vestors. Investors can opt for one of the 
two methods like separate investment 
pools or side pockets. Separate invest- 
ment pools method deals with creation 
of different investment pools with dif- 
ferent lock-in periods suiting the short- 
term, medium-term and long-term in- 
vestment needs. 

The other method, side pockets, in- 
volves maintaining a certain portion of 
the total available corpus in a separate 
account to hold the illiquid invest- 
ments. These side pockets can be used 
for allocating funds to long gestation 
period sectors like real estate, etc. Over 
the last few months, six new funds have 
entered India with a multi-strategy in- 
vestment motive. They are Old Lane, 
New Vernon, Amansa, TCI Horizon, 
Blue Ridge and Tiger. 


Grappling with challenges 

As there are two sides to every coin, the 
benefits of hybrid funds also come with 
some tough challenges. In view of the 
fact that the styles of investing of HF 
and PE professionals are different, the 
manager of the hybrid fund should have 
expertise in both the styles of manage- 
ment. PE professionals are good at en- 
hancing the value of the company with 
hands-on management and may be re- 
quired to either turnaround or build the 
companies successfully. On the other 


hand, HF professionals should be good 
at detecting the price anomalies and 
cash in on them at the right time. 

Finding the right manager who has 
expertise in both of these alternative 
investment styles might be a daunting 
task. HF managers, without possessing 
the required skills of PE professionals, 
may end up in inflating the prices of the 
PE deals, which may, in turn, dampen 
the returns to the investors. 

Besides these, the cultures of HFs 
and PEs, which have been quite differ- 
ent, might also pose a serious challenge. 
PEs tend to attract bankers and people 
who are good at running the operations 
of a company while HFs, in contrast, at- 
tract traders and others from the in- 
vestment banking houses who are more 
interested in short-term investment 
strategies. Hence, clubbing these two 
disciplines together under one roof may 
root in a cultural clash. 

Hybrid fund managers may have to 
face some challenges on the legal and 
marketing fronts too. Legal challenge 
may arise as it is not yet made clear 
under which regulatory ambit the hy- 
brid funds will fall into. Marketing ef- 
forts have to be boosted up to attract 
more number of investors by advertis- 
ing the distinguishing features of hy- 
brid funds. 


One-stop shop 

If HFs put in large amounts of money 
in PE deals, they may have to confront 
liquidity, accounting and valuation 
concerns. On the other hand, even if 
PEs put in large chunks of their funds 
in HFs, they will end up managing 
short-term deals only. Hence, it is 
worthwhile to maintain hybrid funds 
as an altogether different asset class 
so that investors do not get confused 
with either HFs or PEs. Though it is 
difficult to bet on the potential of hy- 
brid funds to become the funds of the 
future, they can definitely offer a one- 
stop shopping experience in alterna- 
tive assets provided their potential is 
leveraged successfully. ss 


~ D Satish and Y Bala Bharathi 
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Citigroup 


Citi Sleeps! 
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The world's largest financial services company—Citigroup—is struggling 
to polish its image, which has been tarnished by a series of scandals over 


time. 


he top management at the 

Citigroup has been struggling to 

restore its credibility, opera- 
“onal expertise and bring the bank's 
performance back on track. The task is 
not that easy as the group is harvesting 
negative headlines. The recent scan- 
dals—the Thompson scandal, the 
“phishing and skimming” e-mail frauds 
and the leakage of a US Citibank cus- 
tomers’ accounts at an Indian cal! cen- 
ter — have been a major blow to the com- 
pany, especially in the US. The various 
scandals involving Citigroup have 
flawed its image among some share- 
holders, analysts and employees. De- 
spite best efforts by Charles Prince, 
Citigroup’s Chie? Executive, the com- 
pany continues to be dogged by regula- 
tory and legal problems around the 
world. Meredith A Whitney, Banking 
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Analyst with CIBC World Markets, 
says, "The bigger problems for Citi are 
the years of underinvestment that they 
are suffering from and it would still 
take a long time to turn this thing 
around." The scandals that raked the 
world's largest financial services com- 
pany include: 


Phishing and skimming e-mail 
frauds 

Citigroup has faced one of the worst con- 
sumer scams till date. Hundreds of its 
US customers were affected when hack- 
ers broke into the ATM network through a 
retail store server and stole a block of 
PINs and the keys to decrypt them. As a 
result of the security breach, a large-scale 
of US consumers' information had been 
exposed. There were fraudulent ATM 
cash withdrawals on Citibank-branded 


MasterCard credit and debit cards in 
Canada, the UK and Russia, because of 
the accounts that were compromised in 
the security breaches at “retailers in the 
US”. In this particular scam, it was as- 
sumed that the magnetic-stripe data 
found on the back of ATM cards was sto- 
len (likely from a retailer), which large 
banks typically validate. 

As a result, the bank had to block 
PIN card transactions in those coun- 
tries. Citibank blocked the accounts of 
US account holders whose accounts 
were potentially exposed and who at- 
tempted PIN-based transactions in 
Canada, the United Kingdom and Rus- 
sia. Those account holders are now be- 
ing reissued cards. However, this fraud 
has raised suspicions that banks and 
credit card companies are covering up a 
major security lapse; it also dragged 
Citigroup's reputation through the 
mud, especially in the US. 

Citibank also had to deal with in- 
stances of "phishing", where spam or 
junk e-mails were used by hackers to 
lure people to bogus websites that re- 
sembled those of reputable companies, 
and deceive them into divulging per- 
sonal data. The hackers used clever 
tricks to entice recipients into giving up 
their bank card numbers. However, 
there were a number of mis-spellings 
and the phrasing of sentences used in 
the e-mails was not like the usual offi- 
cial correspondences from the bank 
which alerted customers from the fraud. 

Since most banks have wised up to 
"phishing", hackers are now resorting to 
PIN-block frauds. With a PIN-block, 
hackers break into retailer servers and 
steal a chunk of PINs. They then create 
counterfeit cards to withdraw cash from 
ATM machines. The probability of 
stealing or duplicating magnetic-stripe 
data found on the back of ATM cards is 
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a major security weakness. The tech- 
nique is known as “skimming”. It was 
felt that the Citibank ATM network 
breach in Canada, Russia and the UK 
could have been prevented if the bank's 
US customers had chip and PIN tech- 
nology on their cards. 

Citibank warned its customers not 
to fall for any e-mail fraud that urges 
them to log into a bogus website to verify 
whether their accounts have been tam- 
pered with or not. The company has been 
working aggressively with law enforce- 
ment to stop such scams. The company 
mentioned on its website: “Customers 
receiving suspicious e-mails should no- 
tify Citibank at its website, where a list 
of known fraudulent e-mails is posted 
and call customer services." 

Protecting customers' accounts and 
personal information from such frauds 
has become Citibank's highest priority. 
Citibank has deployed a Business Sig- 
natures' Real Time e-Fraud Prevention 
Solution for its online-banking services. 
The application analyzes the user's 
navigation and behavior during an 
online banking session, producing a dy- 
namic risk score during each session. If 
the risk score exceeds allowable levels 
at any time, the application can ask for 
a second-factor authentication, such as 
a challenge question or out-of-band 
phone call, or can deny the transaction. 
Citibank is only one among a number of 
victims which have been affected by 
such scams. The financial industry may 
be hit by more PIN-block frauds in the 
future, if proper security is not in place. 


Indian call center fraud 

Adding to the flagging reputation of 
Citigroup was the swindling of money 
from Citibank US accounts by some 
former and present employees of Indian 
call center MphasiS. This Indian call 
center fraud came as a major blow to 
Citigroup which was already vying to 
restore credibility with its shareholders 
in the US. Moreover, the need for strin- 
gent security became all the more felt. 


Thompson scandal 
A friendship with a CNBC anchor, 
Maria Bartiromo, ended Todd S 
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Thomson's tenure as head of global 
wealth management at Citigroup. The 
use of corporate resources in connection 
with that relationship was the sole rea- 
son Thomson was fired from the com- 
pany. The burning question was 
whether the alleged scandal was inten- 
tionally leaked to divert attention away 
from performance problems at Citi. The 
earnings report announced just days af- 
ter the Thompson scandal showed that 
expenses were rising faster than rev- 
enues. 


Failing to impress 

Amidst growing pressures to cut costs, 
increase profits, protect against scams 
and boost Citigroup's morale, pressure 
on the board will only rise if the share 
price continues to tread water. Over the 


last four years, the share price has es- 
sentially remained flat while many of 
its peers have posted excellent num- 
bers. So far, Citigroup's strategic initia- 
tives are yet to drum up investor enthu- 
siasm, leaving the stock hopelessly 
mired in a trading range. What is 
Citigroup going to do to bring back some 
shareholder value? The question looms 
large as for the past three years, 
Citigroup (Charts)’s stock has been 
trapped around $50 a share. The stock 
briefly jumped to $57 in December 
2006, its 52-week high, but couldn't sus- 
tain that momentum. Skittish inves- 
tors dumped the company shares after 
it was announced that CFO Sallie 
Krawcheck would leave her post as CFO 
to head Citigroup wealth-management 
business. 

Citigroup was heavily criticized by 
investors in 2006 because its expenses 
were fast outpacing its revenues, cut- 
ting into the bottom line. The fourth- 
quarter profit rose by just 3%, as a 23% 
jump in costs outpaced a 15% increase 
in revenue. Full-year profits fell by 125 


Citigroup was heavily criticized by investors in 
2006 because its expenses were fast outpacing 
its revenues, cutting into the bottom line. 


Citigrou 


from 2005. So in late December, the 
company announced a cost-cutting ini- 
tiative to be spearheaded by Bob 
Druskin, Chairman of Citigroup flag- 
ship corporate and investment bank. 
The plan called for Druskin to submit a 
review of expenses by the end ofthe first 
quarter and then create a detailed plan 
to rid the company of redundancies and 
unnecessary expenses, across its inter- 
national operations. 

With the new cost-cutting initiative 
underway and a series of well-received 
international acquisitions under its 
belt, the company seems to be aggres- 
sively taking control of the situation. 


Growing criticism 
The recent woes of Citigroup have fu- 
eled speculation among the investors of 


i 


a break-up of the mighty group into 
smaller parts since they were pessimis- 
tic about the company’s management 
change in patching up the many pieces 
of its empire— retail and investment 
banking, trading, credit cards, the 
Smith Barney brokerage and citigroup 
private bank—to work better together. 
There have been many debates on 
breaking up Citigroup; many have advo- 
cated different proposals into an invest- 
ment bank, an international bank and a 
domestic bank. Saudi Prince Alwaleed 
bin Talal, Citigroup’s largest individual 
shareholder, was worried that the com- 
pany needed massive revamping, possi- 
bly a break-up since it has simply grown 
too big to continue to grow at a pace that 
would be attractive to investors. 
Citigroup has come under intense 
criticism lately by investors who com- 
plained that its stock price has not 
gained in tandem with other Wall 
Street banks. The company has been 
trying to make things right by shuffling 
executives and putting a big cost-cut- 
ting plan in motion, but that has not 
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stopped speculation that the company 
would be better off if broken up into 
pieces. Tom Brown. Fund Manager Sec- 
ond Curve Capital at New York, opined, 
"The growth strategy lately being ar- 
ticulated by management will end in 
costly failure," and he repeated his call 
for a break-up of the company. He said, 
"Citigroup, if broken into pieces, includ- 
ing the money center bank, the invest- 
ment bank. a non-US consumer finance 
company, and the US wealth manage- 
ment division, would be worth a com- 
bined $65 to $70 a share, vs. its $52 
price. That's a 25 to 34% premium to 
shareholders." 


The growth concerns 

According to new reports, investors are 
waiting to see whether Citigroup will 
return to its roots and make the kind of 
splashy, big-name acquisitions — such 
as its 1998 merger with Travelers— 


transform. 





that was famous for under the rule of 
former Chief Executive Sanford Weill. 
Citigroup's embattled Chief Executive, 
Charles Prince, indicazed that his com- 
pany would stick to :ts recent policv of 
making most of its acquisitions outside 
the US as he strives to make the com- 
pany more international. In recent 
months, Prince has shewn a determina- 
tion to make Citigroup grow through 
smaller, more targeted acquisitions 
rather than via cclossal mergers. 
Among its recent buys are European 
Internet bank Egg Banking PLC, UK- 
based wealth advisory firm Quilter and 
the Central American subsidiaries of 
financial firm Grupo Cuscatlan, the 
largest credit card issuer in that region. 

Manuel Medina-Mora, Chairman 
and CEO of Citigroup - Latin America 
and Mexico, said that the company is 
keen to grow partly through acquisi- 
t:cns there. with Brazii, Mexico, Chile, 
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Colombia and Central America among 
the priority markets. The company 
agreed to pay $3.1 bn for a 20% stake 
in Turkey's Akbank and it led a consor- 
tium that won control of China's 
Guangdong Development Bank for 
$3.1 bn. 

More recently, Citigroup revealed 
that it would buy Internet bank Egg 
from Britain's Prudential Plc for about 
$1.1 bn. It was also considering listing 
itself on the Tokyo Stock Exchange—a 
move that would allow it to make ac- 
quisitions in Japan more easily. 
Citigroup is also seen as a top candi- 
date to buy Japan's Nikko Cordial 
Corp. once the TSE decides to revoke 
the scandal-hit brokerage's share list- 
ing. The company attempted to prop up 
its flagging reputation in the markets 
with the acquisition of the US-based 
ABN Amro Mortgage Group and its 
business will also add around $224 bn 


It is a great challenge for the company to remain 
scandal-free because it is too big an entity to 


of mortgages to Citigroup's $500 bn 
mortgage book. The buy will shift 
Citigroup from number five to number 
four in mortgage loan servicing in the 
US. 

It remains to be seen whether the 
company's strategy of making small 
add-on acquisitions, particularly on 
the international front, will help the 
company grow in a manner that won't 
put a damper on earnings. Prince said, 
"Citigroup plans to grow internation- 
ally more aggressive, with the goal 
that its global businesses will ulti- 
mately account for about 60% of its 
revenue." Currently, Citigroup's inter- 
national business accounts for about 
45% of its total revenue. Some inves- 
tors pointed out that such a strategy 
could translate into a higher stock 
price. However, it will take time for 
Prince to convince his shareholder base 
that targeted acquisitions aimed at 


building on to the company's already 
successful business lines will foster 
more growth in the future. 


Outlook 


Citigroup had been previously facing 
identity crisis of sorts after it was ac- 
cused of inappropriate transactions 
(including unauthorized selling of se- 
curities), myopic views for generating 
short-term profit, for exploiting its sta- 
tus in Europe, making structured fi- 
nance for Enron, underwriting of bond 
for WorldCom, use of inappropriate 
means for allocating IPO and preda- 
tory lending to retail customers. The 
company has been accused of many ac- 
counting scandals and these scandals 
have increased the risk of prosecution 
and litigation, which is threatening 
Citigroup. It is a great challenge for the 
company to remain scandal-free be- 
cause it is too big an entity to trans- 
form. 

The pressure on Prince has intensi- 
fied over the last few weeks since 
fourth-quarter earnings were an- 
nounced. Expense growth has been out- 
pacing revenue growth for many 
months, despite the company’s re- 
peated promises to get the two more 
aligned. Does Citigroup have a long- 
term plan? Many are uncertain. Much 
will depend on how the Group will per- 
form over the next few quarters. In case 
another bout of poor performance grips 
Citi, it’s quite possible that manage- 
ment will be shaken up, or that the 
company could be split off into sepa- 
rate units. 

As a replacement for Sallie 
Krawcheck is found, a lot is going to de- 
pend on Gary Crittenden as CFO and 
whether he will be able to instill more 
confidence in the firm. Hence, the 
world’s largest financial services com- 
pany recommended an immediate 
action from the new CFO to stay in 
the race, Ultimately, he will be judged 
based on his ability to create value 
for the shareholders in the days to 
come. 


— N Janardhan Rao and Ratna T 
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Aerospace Engineering Outsourcing 


Opportunities for IT Companies 





Indian software firms are well placed to grab a bigger share of the 
aerospace market. 


— Dr. Nandan Kumar Sinha 
Assistant Professor 


Department of Aerospace Engineering, IIT Madras. 


The growth potential 
Nasscom predicts that the sector has 
potential to reach about $4 bn by 2020. 
There are several reasons behind its 
precictions. With the need to cut costs 
of travel becoming paramount, major 
aircraft manufacturing companies are 
under tremendous pressure to reduce 
development costs and improve the op- 
erating efficiency of their aircraft. Engi- 
neering services have a significant bear- 
ing on both. In order to be cost competi- 
tive and innovative, aircraft manufac- 
turers are looking at engineering op- 
tions that speed up development in a 
cost-effective manner. 

Outsourcing in aerospace technol- 
ogy cevelopment primarily revolves 
around engineering services involving 
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structural and system design, tool de- 
sign, mechanical and electrical design. 
Electronics and avionics requirements 
include flight control, engine control, 
cockpit display and information, navi- 
gation, communication, in-flight enter- 
tainment systems and air-traffic man- 
agement system. Enterprise IT system 
comprises application development 
and product life cycle management sys- 
tem. There is a lack of skilled resources 
available in the west, today. India, with 
its sizeable skilled resource pool, 
backed by its mature training infra- 
structure and proven delivery pro- 
cesses, is uniquely poised to address 
the requirement of global aerospace in- 
dustry. India has the capability of mak- 
ing advanced alloys, process technolo- 


gies and aircraft equipment. At the 
same time, Indian aerospace industry 
is also considering diversifying into 
making civil aircraft to cater to its do- 
mestic market. Opportunities have al- 
ready opened up between foreign aero- 
space companies and Indian aerospace 
industry. 

For example, at present, HAL 
makes aircraft doors for Airbus, and is 
stepping into manufacturing of Hawk 
trainer jets that India is currently buy- 
ing from Britain's BAE Systems Plc. 
There is already a definite tilt of inter- 
est of the west towards cashing on what 
India has to offer in terms of engineer- 
ing services. The opportunity for Indian 
aerospace companies would come from 
direct outsourcing to engineering and IT 
vendors, subcontracted services 
through Indian manufacturing vendors 
and public-private participation and 
collaborative approach. 


Opportunities for Indian IT 

The services provided by the Indian 
software companies to aerospace firms 
include, aircraft design, development of 
on-board electronic systems such as 
flight control and engine control, and 
ground systems like air traffic manage- 
ment. As major airplane makers and 
defense companies try to control costs 
by outsourcing design and manage- 
ment systems, Indian software firms 
are well placed to grab a bigger share of 
the aerospace market. 

Most of the frontline software com- 
panies, Infosys, Wipro, HCL, Satyam 
and others have businesses with major 
airline industries on various platforms, 
both in the service sector as well as in 
the technology development sector. 
With the flood of outsourcing opportuni- 
ties, its quite likely that majority of 
work talent will get distracted towards 


Chartered Financial Analyst 


Aerospace Engineering Outsourcing 


higher compensation, as compared to 
that offered by Indian aerospace engi- 
neering jobs. The cost to Indian aero- 
space industry is double-fold in that 
case. One is loss of the skilled workforce 
and secondly, if the need so arises, pay- 
ing higher cost for any product devel- 
oped in India by Indians. This is by and 
large happening in other sectors and is 
going to happen in aerospace sector as 
well. This can hardly be avoided be- 
cause, on the import side, India is yet to 
relax norms in terms of taxes to accept 
domestic supplies and domestic suppli- 
ers have to establish credibility in 
terms of delivery of quality products. 


Growth strategies 

Growth of Indian aerospace engineering 
is based on two factors. Firstly, it needs 
to support its own research efforts and 
secondly, its indigenous efforts on the 
manufacturing side. In this fast grow- 
ing world, Indian aerospace companies 
cannot wait to make progress on both, 
simultaneously, all by itself. Here col- 
laboration is the catchword as with 
such collaborations, both ends are ben- 
efitted. While on one hand, such collabo- 
rations can bring in high-end technol- 
ogy, on the other hand, it can bring in 
more and more outsourced jobs to have 
sustained growth of economy. Defense 
budget of India, which is currently at 
Rs. 89,000 cr is growing and could touch 
$30 bn by 2025, as projected by the me- 
dia. Northrop Grumman, a US-based 
defense and technology company will 
make its presence felt in India through 
Satyam which can promote its defense 
product in Indian defense market and 
Satyam will enjoy the benefit of getting 
projects through Northrop. With the off- 
set policy of Indian Government, 
wherein the foreign suppliers of defence 
products have to invest 30% of the total 
sale if it crosses Rs. 300 cr, growth for 
Indian aerospace companies is appar- 
ent. With the acquired technology 
through joint ventures, India can fur- 
ther accelerate its aerospace programs. 


The challenges 
Recent ventures of Indian IT companies 
with global aerospace companies, can 
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have both positive and negative im- 
pacts on the growth of aerospace engi- 
neering. The talented, skilled, and expe- 
rienced manpower of India, particularly 
in this sector, is getting attracted to- 
wards lucrative work opportunities, 
largely in the service sectors, that are 
available today. In such a scenario, 
maintaining its own research activities 
for Indian aerospace companies and 
sustaining it is a big problem. In the 
manufacturing sector, where Indian 
aerospace companies, mainly PSUs 
that have shown tremendous growth 
potential and are attracting major at- 
tention in terms of off-shoring market, 
can find themselves in trouble with the 
fluidic nature of the shift of workforce. 

One of the key challenges faced by 
Indian tech companies is the curbs on 
Indians working in defense-related 
projects in the US and Europe. This re- 
stricts the scope of the work, hence, the 
size of projects on offer for Indian com- 
panies. There is a very thin line sepa- 
rating the defense-related projects and 
civilian projects executed by these com- 
panies. This can be significantly im- 
proved with the defense relationship 
that India is moving ahead with the US, 
UK and France. Lack of people with do- 
main expertise, as well as skilled engi- 
neering manpower will also pose a big 
challenge in near future. As this sector 
is likely to see high growth with the ris- 
ing demand for commercial and defense 
aircrafts, the need to increase availabil- 
ity of skilled manpower in aerospace 
engineering will also increase. 

Another big challenge is the need to 
balance utilization of resources like 
software, hardware and human-ware 
with the workload from customers that 
can vary sharply at short notice depend- 
ing on their needs. The key driver to off- 
shore/outsource in aerospace sector is 
not the cost, but the intrinsic factors 
like time-to-market, quality and skill 
(as certification and design standards 
are very stringent) along with extrane- 
ous factors like the offset program. The 
sector faces challenges of finding indus- 
try ready people. Brazil and China are 
the two obvious competitors to India in 
terms of off-shore aerospace business 


with equal, if not better, maturity in 
aerospace sector. 


Future prospects 

According to industry estimates, 
roughly 400 commercial aircrafts are to 
be delivered to India over the next five 
years, which means that commercial 
offset obligations will ensure that size- 
able aerospace technology develop- 
ment, apart from other work is also 
outsourced to India. Space research ac- 
tivities are going to grow all across the 
world. To sustain current space activi- 
ties, a large pool of intelligent workforce 
is needed. Even in this respect, India 
can again become a major destination. 
Monopoly of western countries in the 
aerospace market has resulted in aero- 
space companies being seen as the most 
sought after job market in the past, 
which automatically meant higher 
wages for their employees. But, with the 
slowly diverging areas of technology and 
research, there is a definite dearth of 
manpower in aerospace-related engi- 
neering services, that is where India 
has a large pool of talent and also India 
has matured in aerospace-related ac- 
tivities where domestic supply of aero- 
space-related equipments is not a rar- 
ity, which India needs to cash on. Global 
aerospace biggies are not only looking 
at India as a major market for passen- 
ger and defense aircraft or for setting up 
training or MRO (maintenance, repair 
and overhaul) facilities, but also as an 
outsourcing hub for the development of 
aerospace technology. Domestic IT ma- 
jors are already attracting a good deal 
of aerospace technology development 
orders. India’s contribution to the glo- 
bal airline industry, through IT is set to 
increase manifold even as adoption of 
technology in the sector increases, 
While in FY05, $10-15 bn of engineering 
services were offshored, the market is 
expected to grow to $150-225 bn by 
2020. Aerospace, of this, accounts for 
8% of the pie. Attaining, training, and 
retaining talent will be the next critical 
step for India to maintain its current 
advantage.@ 
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Mumbai, unlike any 
other city in the world, 
has many identities. For 
millions of ordinary 
citizens of the country, it 
Is the city of their dreams, 
for businesses it is the 
country's financial hub, 
and for millions of 
homeless, it is their home. 
However, the city that gives 
cover to a populace of 18 
million and more is itself 
scurrying for cover as its 
infrastructure crumbles and 
crumbles fast. The home to 
Bollywood and the highest tax 
payers in the country, 
shockingly, faces the biggest 
ever challenge of saving itself 
amidst collapsing infrastructure, 
deteriorating public transport, 
lack of space, inadequate shelter 
Space, improper sanitation, 
sprawling slums, inequality and 
poor governance. Contrastingly, it 
is the only Indian contender, with all 
its indomitable spirit to become a 
world-class city. What a dichotomy? 
- But the bigger issue is: Can 
Mumbai's infrastructure woes be 


fixed? 


Mumbai's Crumbling Infrastructure 


What I should like in regard of every 
city is a clear plan of what the city will look 
like, say, a twenty or thirty years later. 

— Pt. Jawaharlal Nehru 


our lives and times. Hence, when 

lyricist MG Hashmat wrote the 
now famous song— Yeh Bambai shehar 
haadson ka shehar hai — from the 1983 
flick Haadsa (The Incident)—it vividly 
captured the condition of India's finan- 
cial capital at that time. In fact, being 
the home to Bollywood, Mumbai has al- 
ways found special attention amongst 
India's film fraternity. Unfortunately, 
it is no longer the same city which once 
used to be the subject of interest and 
inspiration for them during the 1960s 
and 1970s. The depiction of Mumbai 
has changed for worse, for ever on silver 
screen, and in real life as well. Today's 
Mumbai is gaining notoriety for every 
thing considered bad. And we are not 


I: is said that films are the mirror of 
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The ever-increasing population, the haphazard mushrooming of skyscrapers, chock-a-block traf- 
fic, precarious local rail travel on account of inadequacy of passenger space in the trains, power- 


talking here about crimes or riots. We 
mean infrastructure which is the life- 
line ofthe city's ever burgeoning popula- 
tion of 18 million or close to 2 crore. The 
two consecutive years of flood has fur- 
ther exposed the city's already 
crumbled infrastructure. Experts now 
increasingly warn about Mumbai being 
on the verge of being converted into the 
city of garbage! 

While the falling health of the city 
may not be on the agenda of the 
country's political class it has got 
Mumbaikars shocking and looking for a 
way out. But the moot point is: Is there 
a way out to save Mumbai's crumbling 
infrastructure? 


Many faces of Mumbai 

Mumbai, the capital city of 
Maharashtra and India's commercial 
capital, has the distinction of being the 
fourth largest urban agglomeration in 
the world, after Tokyo, Mexico City and 


New York-Newark, according to a report 
titled, UN-Habitat State of the World' 
Cities Report 2006-07. The city has an- 
other, rather dubious, distinction of be- 
ing the host of one of the world's largest 
slum populations: More than 
5 million of the city's residents are slum 
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cuts, annual flooding of low-lying areas are all pointers to the city's crumbling infrastructure. 


How do you see the problem of Mumbai's crumbling infrastructure? 
How severe is the problem? 

Marie - Hélène Zérah: I would say that the problem is se- 
vere to the extent that on the one hand, the infrastructure has 
not been upgraded and enhanced in areas which we already 
lagging behind, namely the suburbs and the slums. On the 
other hand, preventive maintenance of the already existing 
main public utility networks is not given enough importance, 
reducing the quality of service in the island city. 

From a sectoral perspective, the situation vary and would 
need to be assessed objectively. I think that the deluge of 
2005 clearly highlighted the state of affairs regarding 
Mumbai's sewerage and storm water drainage situation. It 
threw the light on the absence of investments despite com- 
mittees set up in the 1990s to assess the requirements. Till 
date, some areas of Mumbai are still not covered with under- 
ground drainage even though they have experienced growth. 
Some sectors, such as transport (rail and bus) experience a 
steady decline in the level of service and has been unable to 
cope with the increase of demand due to population growth 
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and increase and changes in the mobility patterns. The issue 
of enhancing the quality of public transport is crucial for 
Mumbai, otherwise the shift already seen towards private 
vehicles will continue and lead to further road congestion. 

Another issue concern sectors which, compared to other 
Indian cities, have done much better, such as water supply 
and electricity distribution. Nevertheless, as regards water, 
the discrepancies between the “island city" and the “suburbs” 
needs to be taken care of. For electricity distribution, the is- 
sues related to production will in the long run (and even in the 
short run) affect the quality of service and especially will raise 
the question of affordability if prices steadily increase, as can 
be foreseen in the suburbs. 

Regarding social infrastructure, mainly health and edu- 
cation, most studies indicate a decline in the level of service in 
terms of quantity and quality indicators. 

Finally, there is a constant problem with the provision of 
services in the lower income groups, especially in slum settle- 
ments with much below average level of service which needs 
to be acknowledged as a public priority. 
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dwellers. According to the UN Habitat 
report, more people live in Mumbai's 
slums than in the entire country of Nor- 
way! 

Indeed, the city of Mumbai has a 
world of its own. Walk down its streets, 
and you'll encounter crime lords and 
Bollywood stars, sprawling slums and 
high-priced condos, and jam-packed 
bars where DJs play popular bhangra. 
Mumbai is where global financial behe- 
moth Wall Street gets equities ana- 
lyzed, and where credit-card details of 
the customers may be stored or stolen. 
It is the place where 40% of interna- 
tional flights to India land and delivers 
thousands of new visitors every day and 
an increasing number of whom stays in 
the city for good. And the city which con- 
tributes 40% of India’s income tax col- 
lection and two-fifth of international 
trade also generates 2,400 mt of con- 
struction and demolition waste daily 
and houses Dharavi, Asia’s biggest 


slum alongside Dalal Street, Nariman 
Point and Bandra—the financial heart 
of India. In fact, nearly 55% of city’s 
population resides in around 1950 
slums which are situated both on public 
and private lands with abysmal basic 
amenities of life. Naturally, a symbiotic 
relationship has developed between the 
city's elite and the slum-dwellers, many 
of whom are employed in the domestic 
sector and in the huge informal economy 
which is estimated to contribute be- 
tween 25% and 40% of Mumbai’s out- 
put. 


The city getting crammed 

With a population of more than 18 mil- 
lion which is more than the population 
of many countries of the world and with 
a density of about 29,000 persons per 
square kilometer, Mumbai’s popula- 
tion is predicted to explode further to 27 
million by 2010. The city sees huge in- 
flux of migrants from other parts of the 


country every day: An estimated 1.5 
lakh migrants arrive every year in 
Mumbai, thereby putting tremendous 
pressure on the limited land and scarce 
resources of the city, and throws a real 
challenge to its “cash-rich” planning au- 
thority. 

Its typical topography as well as 
municipal restrictions on new buildings 
and rent levels have combined to send 
real-estate prices to skyrocket which is 
at par with those of the modern Asian 
cities of Tokyo and Hong Kong. Narrow 
peninsula of Mumbai is restricting its 
physical extension. Coupled with it, ill- 
conceived land use policy is restricting 
the floor space in the form of low Floor 
Space Index (FSI) and Floor Area Ratio 
(FAR). With an average 2.9 square 
meter of floor space, Mumbai consumes 
one of the lowest residential areas per 
person in the world. And the exorbitant 
housing rates, acute housing shortages 
and space crunch have all led Mumbai 


Ramakrishna Nallathiga: There is a huge problem with 
respect to urban infrastructure— roads, transport and traf- 
fic—which are deteriorating day by day, particularly with 
the shift toward private vehicle ownership, and only 
Mumbaikars can bear it. Mass transport has always been 
under severe stress and carry crushing loads 
of people curing peak hours. Only MUTP is 
the hope. With metro and waterways, things 
should improve. Water supply and sewerage 
condition is satisfactory, except water qual- 
ity and coverage issue as well as sanitation 
coverage. 
Vaijayanti Pandit: I see the problem of 
Mumbai’s crumbling infrastructure as the 
greatest challenge facing the civic authorities 
in Mumbai and the State Government. 

The ever-increasing population, the hap- 





are usually put forward to explain the inadequate level of 
infrastructure in Mumbai. 

The first one is the insufficient level of investment, consid- 
ering the spatial and population growth of the city. This is 
clearly true as relative to the GDP of the city, the level of 
investment is not sufficient. Nevertheless, 
this cannot be the sole explanation. Indeed, 
a main issue related to investment is the 
ability to implement projects (when new in- 
frastructure is built) and to manage and 
monitor efficiently the existing infrastruc- 
ture. Thus, an analysis of the Municipal 
Corporation of Greater Mumbai (MCGM) 
budget clearly shows declining investment 
trends in education and health and a capi- 
tal surplus for water. There is a structural 
deficiency to invest, prioritize even if funds 


hazard mushrcoming of skyscrapers, chock- Jaisingh Dhumal exist. 

a-block traffic, precarious local rail travel on Chief Manager, This is related to many *governance" is- 
account of inadequacy of passenger space in Technology Finance Group, sues that plague Mumbai. One of them is 
the trains, power-cuts, annual flooding of ICICI Bank, Mumbai often mentioned and concerns the institu- 


low-lying areas are all pointers to the city’s 
crumbling infrastructure. The problem is very serious and 
needs action on a war footing. 


What factors have led to such a situation? 
Jaisingh Dhuma!: Multiplicity of agencies, lack of account- 
ability, commitment and corruption. 
Marie - Hélène Zérah: There are classical arguments that 
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tional fragmentation and even competition 
between different agencies. The lack of clarity and delinea- 
tion of responsibilities, especially between the MMRDA and 
the BMC, undermines accountability, leads to delays and 
cost overruns. Other important governance issues related to 
(ii) the functioning of the administrative machinery; (iii) the 
absence of a good monitoring and regulatory framework; (iv) 
the incentive structure which has significant loopholes and is 
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Mumbai' s Crumbling Infrastructure 


residents often to reside in cramped, 
relatively expensive housing, usually 
far away from workplaces, and there- 
fore compelling them long commutes on 
crowded trains, or clogged roadways. 
Given the city's geographical spread 
of the population and location of busi- 
ness areas, the rail network is the prin- 
cipal mode of mass transport and car- 
ries more than 60 lakh commuters on a 
daily basis and accounts for more than 
5046 of the total daily passenger capac- 
ity of the Indian Railways as a whole. 
Unsurprisingly, this railway section 
has the highest passenger density com- 
pared to any other urban railway net- 
work in the world! A stupendous 4,700 
passengers packed into a 9-car rake 
during peak hours, as against the stan- 
dard carrying capacity of 1,700 has in- 
deed turned rail travel into a horrific 
experience. In technical jargon, the situ- 
ation is coined as Super-Dense Crush 
Load situation where on an average 14 


to 16 passengers stand per square 
meter of floor space. The crushing loads 
in the trains and the high concentration 
of consumerist populace are also lead- 
ing to increasing ownership of private 
vehicles. Now with a vehicular density 
of staggering 591 vehicles per square 
kilometer, Mumbai has the highest 
number of cars on its roads, in the coun- 
try. Every day, around 15 lakh cars 
travel the city, while the available park- 
ing space can accommodate only 8,000 
cars. Given this acute shortage of park- 
ing space, the private vehicle owners 
often park their cars on the roads and 
thereby create a jam as well as prevent 
the municipal sweepers from doing 
their job properly. Though for many 
Mumbaikars, Mumbai is the 
Mayanagari (vaguely, city of dreams), 
probably even “paradise”, but for the 
average visitor and for the increasing 
number of Mumbaikars, it’s a city that 
could have performed well without its 


mounds of garbage along the roadsides 
and the heaps of construction debris left 
behind long after the project is com- 
pleted. Very narrow lanes full of dirt of 
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not geared towards efficient implementation of project works; 
(v) other issues, such as collusion of interests among others 
are also significant in the Mumbai context. 

Third, despite the fact that the Mumbai Municipal Corpo- 
ration has larger powers than many other urban local bodies, 
the role of the State Government remains dominant. At the 
State level, the elected representatives mostly come from 
other constituencies, especially rural constituencies, and saw 
a limited interest in Mumbai. Today, one can observe a shift, 
due to local political equations and mostly because political 
leaders have realized that the economic growth in 
Maharashtra partly depends from the state of affairs in 
Mumbai and other large cities of the State. 

Ramakrishna Nallathiga: The distribution of workplace 
and residences to some extent and the rising urban popula- 
tion. The tendency for vehicle ownership is rising as a result to 
crushing loads in the trains. Congestion is unavoidable dur- 
ing peak hours as there are no circulation routes other than 
two main transport corridors. City development is now taking 
place more in the suburbs and beyond, and lack of connectiv- 
ity could be a major constraint. 

Vaijayanti Pandit: The growth of population in Mumbai has 
been alarming. As the scope of self-employment in the city is 
growing, migration of people from various parts of the state 
and the country is also growing rapidly. Added to this, 
Mumbai faces the problem of illegal immigrants from 
Bangladesh, Nepal and Pakistan, who are settling down per- 
manently in the city leading to mushrooming of slums in dif- 
ferent parts of the city. Being the financial hub and commer- 
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cial capital of the country, more and more multinational com- 
panies are setting up their bases in Mumbai. Population 
growth has brought with it phenomenal increase in vehicular 
traffic and an unsaturated demand for power, water, land, 
housing, upgraded sewage systems and a host of civic ameni- 
ties. The city's infrastructure in terms of road, rail, airport, 
seaport, power, water supply, medical facilities, housing, se- 
curity, etc. is not able to match the requirements of the grow- 
ing population resulting in the infrastructure breaking down 
at the seam. In a way, globalization and phenomenal eco- 
nomic growth ofthe country, have also brought the city's infra- 
structure to crumble. 


What ways do you suggest to fix the city's problem? 

Jaisingh Dhumal: One agency accountable for all road, rail 
and other infrastructure development in the city. 

Marie - Héléne Zérah: I am not sure that the term “fix” is 
appropriate as the linkages between infrastructure and 
housing is very critical. Indeed, improvement of infrastruc- 
ture is also related to access to proper housing, and this is a 
long-term issue. Nevertheless, there are many elements 
that can contribute to improve the situation. Indeed, new 
investments are important and the support of the 
JNNURM will provide sufficient leverage to do so. Simi- 
larly, some private investments will surely contribute to 
some extent for some sectors (power for instance or trans- 
port). Nevertheless, the main issue to my mind is related to 
the role and the functioning of the public sector for two rea- 
sons. First of all, the actual discourse on private investment 
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Mumbai's Crumbling Infrastructure 


spits, shits and litters along with hun- 
dreds of “Work Under Progress” boards 
do in no way glorify the image of 
Mumbai. 

Two to six hours of daily water sup- 
ply, apathetic condition of transmission 
and distribution system, frequent 
power cuts, more than one-third of the 
households without proper sanitation, 
average travel speed of 6-8 kms/hr, only 
expose the pitiful infrastructure of 
Mumbai. In slum areas like Dharavi, 
many slum dwellers standing in long 
queues for water with their jerrycans is 
a common sight. However, water- 
starved Mumbai is likely to feel more 
heat in the coming years as many pre- 
dictions suggest that by 2025 city’s wa- 
ter demand is likely to touch 5,048 mil- 
lion liters daily. Added to these are the 
woes of 136-year old and 400-km-long 
water pipeline, unaccounted for water, 
loss of water at basic source, loss due to 
evaporation at lakes, losses in trans- 


is misleading. Private investors will not be able to solve all 
Mumbai’s infrastructure problems. The public sector should 
not give up its role, especially for some critical sectors such 
as water supply and sewerage, education and health where 


mission, plant losses, losses in distri- 
bution and pilferage. 

Reams of reports have been written 
in recent times that present a sorry 
state of basic amenities in the city. For 
instance, according to a report by 
McKinsey & Co., in 2003, Mumbai had 
one bus for every 1,300 people, two pub- 
lic parking areas for every 1,000 cars, 17 
public toilets for every ten lakhs people 
and one civic hospital for 7.2 million 
people in the northern slums. And that, 
at least one-third of the population 
lacks clean drinking water, and 2 mil- 
lion do not have access to a toilet. An- 
other report by Bombay First, a 
Mumbai-based NGO, laments that 
there is a stock of around 20,000 old and 
dilapidated buildings in the main is- 
land city that were constructed mainly 
prior to 1950. These old buildings were 
not replaced not because of a lack of de- 
mand for floor space but because recon- 
struction would amount to a net loss of 


floor space and relocation of the occu- 
pants and business within the city 
would be impossible. 

Mumbai's crumbling infrastructure 
is hence the greatest challenge facing 
the civic authorities in Mumbai and the 
state government. Pressure groups such 
as Bombay First are recommending 
companies to relocate to suburbs such 
as Bandra to decongest the main city 
and they are also suggesting developing 
satellite towns. Given that, there is no 
doubt that it’s time now for formulating 
concrete planning policies involving 
civic authorities, industry, state and 
central authorities to promote compre- 
hensive development, particularly near 
transport corridors, to decongest the 
central city. The setting up of flyovers, 
connecting roads (ring roads, airport- 
ways and seaways), new mode of trans- 
port like (metro, water transport, sky 
bus) are urgently required to relieve the 
pressure. Various schemes like 


tions aimed at low uniform density (FAR/FSI) and deconges- 
tion of central city will address at some level. The building up 
of connecting roads (ring roads/seaways), new means of trans- 
port (metro, water transport) and improvement of mass 


public funds are required. The historical development of large 


utility networks in developed countries is a 
proof of the role of public funding as well as 
the maintaining and the reinforcing of soli- 
darity among users through some forms of 
cross-subsidies. To ensure public funding 
and solidarity, the government needs to be 
clear of what should be its priorities areas 
regarding investment and where the private 
sector can intervene and invest. A second 
critical issue regarding the public sector is 
its ability to transform itself to the new func- 
tions required to deal with the infrastruc- 
ture management. For instance, the increas- 
ing role of new actors (private and associa- 
tional ones, such as NGOs or resident wel- 
fare associations) require new competencies, 
such as being able to monitor, regulate, coor- 
dinate, engage with dissent, counter-exper- 
tise and debate. Capacity building, new in- 


ternal mechanisms to promote efficiency, motivation (and 


may be meritocracy) need to be put in place. 


Ramakrishna Nallathiga: Formulate planning policies that 
promote compact development, particularly near transport 
corridors, and giving up to the development control regula- 
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Marie - Héléne Zérah 
PhD, Urban Studies, 
Research Fellow, 
Institute of Research for 
Development and Centre de 
Sciences Humanities, New Delhi 


transport could also relieve the pressure. 


Vaijayanti Pandit: The problems are very 
complex and multidimensional. Therefore, 
there cannot be simple quick fix solutions. 
However, I suggest the following ways to fix 
the city’s problem: 

» An action group consisting of civic au- 
thorities, industry representatives, State 
and Central Government authorities 
should immediately identify the gaps in in- 
frastructure adequacy. 

» Asingle executive arm of the BMC 
and State Government should take action 
and execute plans. 

> The various schemes approved by the 
Center and the World Bank for setting up 
metros, sea linkages; and road infrastruc- 
ture within the city must be expedited. It is 
pertinent to note that while cities like Delhi, 
Kolkata, Bangalore have metros Mumbai, 


which needs it the most, does not have it. 


> As huge investments would be required to upgrade the 


infrastructure to meet the growing demand, funds from the 
Center for Mumbai, which contributes over Rs. 60,000 cr an- 
nually by way of taxes, must be cleared fast. 
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Mumbai Urban Transport Project 
(MUTP), funded by World Bank and 
approved by the center and aimed at 
setting up metros, sea-linkages and 
road infrastructure should be expe- 
dited. Also. it may not be a bad ploy to 
levy tax on vehicles on certain reads in 
che city wh:ch will definitely help decon- 
gest the city. 

While such challenges have looked 
daunting, nevertheless, they have gal- 
vanized Mumbaikars and forced the 
government to remodel the city into a 
world-class one. The talks of comparing 
and converting it into something like 
China's Shanghai, which is known for 
its clean streets, gleaming skyscrapers 
end a modern and efficient transport 
end communications network, have 
been there for long time now among the 
denizens ard the state as well as cen- 
tral governments. In late 2004, the is- 
sue got renewed focus when the current 
Frime Minister called for transforming 


the city into an international hub for 
trade and commerce. The state govern- 
ment responded with an ambitious 
four-year, $8 bn proposal for moderniz- 
ing Mumbai, which included the build- 
ing of new roads, a subway system and a 
large-scale public housing project. As 
per the UN Habitat report, the modern- 
ization proposal followed an earlier 
Slum Rehabilitation Scheme in the 
mid-1990s that aimed to improve the 
lives of 4 million slum dwellers through 
public-private partnerships that in- 
volved builders in the private sector and 
the authorities. However, the pace of 
progress has been wanting. 


Bigger role for BMC 

Given the enormity and complexity of 
Mumbai's infrastructural problems, 
Asia's largest municipal corporation 
Brihan Mumbai Municipal Corporation 
(BMC) with a budget of Rs. 13,000 cr, 
should play a key role in the areas of 


water supply, cleaning of streets, gar- 
bage removal, taking steps for mainte- 
nance of good roads, primary education 
and health services. However, it is a 
strange paradox that BMC remained 
faceless at the times when Mumbaikar 
needed it most. The tragedy is that 
BMC is not equipped with Geographic 
Information System (GIS) to track the 
loopholes in its infrastructure whereas 
many city-based private companies rel- 
ish computer-aided mapping and simu- 
lation facility. It is unfortunate that 
BMC does not even have a detailed 
drainage map of Mumbai city. Com- 
pounding the drainage problem is the 
issue of managing Mithi river, which is 
one of the biggest carrier of rainwater 
from the hills of Powai. The irony is that 
a World Bank-funded Mumbai Drain- 
age Master Plan was initiated in 1992 
but it was only on paper and it could not 
gather pace due to indifference on the 
part of BMC. During the devastating 


» The Central and State Governments must make all- 
out efforts to expand and modernize the airports and sea 


ports. 


What role the Brihan Mumbai Municipa! Corporation can play to fix the 
problems of Mumbaikars? 

Jaisingh Dhumal: Given the track record of a majority of the 
corporators for the past few decades and the fact that they do 
not want to hand over decision-making to professionals or the 
bureaucracy, I am not sure if BMC should be allowed to play a 
rcle anymore; the appointed single agency should take over 
BMC's jurisdiction at least with regards to infrastructure. 
Marie - Héléne Zérah: The Municipal Corporation has a 
critical role to play as it is responsible for many of the physi- 
cal and social infrastructure in the city. 

First, the administrative machinery, too my mind, re- 
mains too centralized and leads to inadequate powers at the 
ward level. The Assistant Municipal Commissioner that 
heads the ward administration should be able to take more 
decisions anc to have more financial powers that he actually 
does. 

Second, though the 74^ amendment has been imple- 
mented with the Ward Committees, the role of elected coun- 
c:lors remain contained to their constituency. They can have 
strong or weak powers according to their local strength but 
they do not sufficiently play a role at the level of the policy- 
making at tke Corporation level. The strengthening of the 
political and elected wing of the Corporation is an important 
step. They should play a stronger role in policy-making and 
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let the administrative machinery implement without the 
large discretionary interventions that do take place today. 

Third, most of the governance changes of the last 10 to 15 
years have dealt with involving private operators or the pub- 
lic, through participatory schemes and with transparency 
and accountability features (such as larger use of IT technolo- 
gies for instance). However, these schemes, whether they met 
with partial success or failures, are not sufficient to trans- 
form the functioning of the corporation. Larger issues of im- 
proving the performance of the functioning of the corporation 
needs to be seriously thought off and this includes training 
and capacity building of the municipal employees, schemes 
that does look at the performance of the employees, and moti- 
vate them to perform better. 

Finally, this needs to be seen in a larger context of trans- 
formation of the political economy of Indian cities, that I do 
not discuss here but which is also related to the ability of 
engaging dialog with the multiple stakeholders in the city, 
including the civil society. 

Ramakrishna Nallathiga: As a planning agency, it can fix 
planning and development control policies that promote bet- 
ter city development and its organization. Also, it can play a 
vital role in the connecting roads laying down, maintain them 
efficiently and even experiment with resource saving tools 
like Transferable Development Rights (TDR). 

Vaijayanti Pandit: Before elaborating on the role BMC could 
play to fix the problems of Mumbaikars, it would be pertinent 
to understand the role being played by it vis-à-vis the State 
and Central Governments. 


Chartered Financial Analyst 


Transact your 


TMB offers forex centric loan 


schemes and services to take care of 
your International Business. Avail 
Finance from us to translate your 
visions into reality. 


Relish the blend of our hi-tech 
customer service and traditional 
courtesy. 





$ All pre-shipment/post-shipment credit $ Correspondents worldwide-to handle 
facilities for exporters Letters of Credit 

$ LC business/Import financing $ SWIFT in/out facility for — 

$ Issue of guarantee for Imports / Exports authentic/speedy communications 

$ Facility for speedy realization of export $ FOREX market trend advices through 
bills Website 

$ Quick handling of Imports / Exports $ Exporters Gold Card Scheme 


transactions 
$ Fast Track Inward/Outward remittances 


$ Cover under ECGC guarantee for 
exporters 


$ Exchange Risk Management-Merchant 
Forward Contract booking facility for 
import and Export 


$ Release of forex for travel abroad 





Get in touch with International Banking Division 


269/2-4, Avvai Shanmugam Road, Royapettah, Chennai - 600 014. 
Email : tmbankms(gmd3.vsnl.net.in Ph.: 044-28131023, 28131028 


(a) Tamilnad Mercantile Bank Ltd. 


^ 
P 








ESTO. 1921 Regd. Office : 57, V.E.Road, Thoothukudi-628 002 Website.www.tmb.in 





a Vv—— C——— a e 


flood of 2005, the BMC closed its offices 
early, and its engineers and officers 
waded home, while politicians didn't 
come out until the days after the trag- 
edy. Given these instructional inertia 
and indifferences on the part of the 
elected representatives, the long-stand- 
ing proposal is to trifurcate the overbur- 
dened BMC into separate municipal 
corporations for the Island City, East- 
ern and Western suburbs, to make it 
more proactive and efficient. An elected 
Mayor at the helm of affairs of BMC in- 
stead of a state-appointed Municipal 
Commissioner may be a more worthy of 
consideration among a host of mea- 
sures to change the civic life in Mumbai. 
Moreover, given the strength of the city, 
the central government should allocate 
separate funds for Mumbai's infra- 
structure. While one can argue over 
governance and political will, there is 
also a need to associate more private 
parties in infrastructure development 
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Source: UN-HABITAT State of the World’ Cities Report 2006-07 





with no interference from political par- 
ties. It is now time for BMC to shrug- 
off its inertia and go ahead to make 
Mumbai a truly world-class city. 


International lessons 


There are many lessons from abroad 


Mumbai Mexico City São Paulo Delhi Dhaka Lagos 





that can be drawn to realize this goal of 
making Mumbai, a global city, in the 
league of Shanghai and Singapore. 
Within a radius of 25 km from 
Mumbai's city center Churchgate, sea 
and water bodies occupy around two- 
third of the total area, as compared to 


In the last three decades, BMC, with the assistance of 
World Bank, had taken up huge water supply projects involving 
huge outlay, inviting international tenders and execution of 
contracts on a time bound basis. This was started in 1972 and 
throughout up till now, the corporation has neither been able to 
deliver on time nor supervise effectively the 
contracts that are worth thousands of crores. 
The State Government has continued to take 
interest in development works in Mumbai. 
Special laws for implementation of schemes 
like the construction of flyovers, which are 
completely controlled by the State Govern- 
ment, have been undertaken by the Slum Re- 
babilitation Authority. 

In addition, the planning of the metro re- 
gion of Mumbai, which is spread over nearly 
400 sq m and the final approval to the devel- 
opment plan of Greater Mumbai by the 


ment in the hands of the state to interfere 
with what once was exclusively the preserve of the BMC. 

In the process, the State Government directly takes over 
functions of the local body. And the Center, through the Rail- 
ways, and other infrastructural facilities like airport develop- 
ment has to take keen interest in the development of Greater 
Mumbai. 

A close look at the activities of Brihan Mumbai Municipal 
Corporation makes it clear that its functions are confined to 
water supply, cleaning of streets, garbage removal and taking 
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Ramakrishna Nallathiga 
Former Program Manager, Sys 
State Government, is a very powerful instru- di Bes wein » Assigning or associating elected Urban 


steps for maintenance of good roads, primary education and 
health services. 

It must be noted that the enormity of the task of providing 
adequate infrastructure in Mumbai calls for private sector in 
a big way. In order to ensure private investment for the city's 
infrastructure, there is a need for viable/ 
bankable infrastructure projects, self-reli- 
ant local government and adequate ar- 
rangement for sustainable delivery (Orga- 
nization and Management). This can be 
achieved by Mumbai by availing assistance 
under the Jawaharlal Nehru Urban Re- 
newal Mission of the Central Government 
by carrying out the following reforms: 
> Implementation of 74% Constitution 
Amendment Act; 

» Enactment of public disclosure law; 
> Enactment of community participation law; 


Local Bodies with “city planning function”; 

Repeal of Urban Land Ceiling and Regulation Act; 

> Accrual-based “double entry system” of accounting; 

> Introduction of system of ^e-governance" using IT applica- 
tions like, GIS and MIS for various services provided by 
Urban Local Bodies; 

> “Reform of property tax with GIS”, so that it becomes 
major source of revenue; 

» Levy of reasonable “user charges” (Full recovery of 100% 


O&M charges); 
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5% for Seoul and 22% for Jakarta. But 
the city doesn't even occupy the entire 
land area theoretically available, be- 
cause of the absence of connecting 
bridges. In the modern era, most of the 
port cities like New York, San Fran- 
cisco, Manhattan, Rio de Janeiro, 
Singapore and Hong Kong have raised 
FSI (FAR) up to 10 or more, and even 
constructed hotels and airports in the 
reclaimed areas. But in Mumbai, irra- 
tionally low FSI has hindered raising 
the floor space per person. Moreover, a 
complicated property rights regime is 
restricting the households and firms to 
freely trade land and floor space as a 
commodity. In the port cities, abroad, 
where topography creates a constraint 
on land supply, increasing the height of 
the buildings is a practical solution. 
This is why port cities like New York, 
Hong Kong or Singapore— are famous 
for their skyscrapers while cities like 
London, Paris, which are situated in 


flat plains, are not. Contrastingly in 
Mumbai, the draconian restrictions on 
FSI limit is restricting the heights of 
the buildings and resultantly putting 
immense pressure on the floor space 
available for residence and business. 
Therefore, concrete plan on city struc- 
ture and rational FSI are urgently re- 
quired to decongest the city. 
Nonetheless, the Prime Minister is 
confident that the government would be 
able to transform Mumbai into “an- 
other Shanghai" by 2010 as part of a 
master plan of urban renewal, which 
has so far been missing in most of the 
country's crowded and infrastructure- 
deficient cities. However, Mumbai can 
become another Shanghai, if only we are 
able to find a solution to the problems of 
lakhs of people living in slums and 
shanties. In Shanghai, home to over 
5,000 spectacular skyscrapers, every- 
one seems to have a decent place to live. 
Shanghai has brilliant new skyscrap- 


ers, museums, parks and trains. 
Pudong airport in Shanghai is as inter- 
national as one can get. While Mumbai 
airport is a mere shadow of Pudong air- 
port. China's Maglev— Magnetic Levi- 
tation Train is the fastest rail system 
in the world, ferrying passengers across 
Shanghai within minutes, compared to 
a two-hour journey for similar dis- 
tances in Mumbai. After 50 years of ne- 
glect, the Chinese have invested US 
$10 bn to rebuild the city, and the 
dream of Deng Xiaoping, the leader of 
the Communist Party of China (CCP), 
has come true as the city is now pulling 
the whole economy which alone at- 
tracted $14.6 bn FDI in 2006; that is, 
23% of investment cornered by the 
whole nation. Now it is the number one 
city of China and home to around pres- 
tigious 150 global companies, including 
IBM, General Motors, Citibank, 
Alcatel-Lucent, and Credit Lyonnais to 
name a few. 


» Reform of Rent Control Laws balancing the interests of 
landlords and tenants; 

> Rationalization of Stamp Duty to bring it down to no more 
than 5% within next five years; 

> Revision of bye-laws to streamline approval process for 
construction of buildings, development of sites, etc; 

> Simplification of legal and procedural frameworks for con- 
version of agricultural land for non-agricultural purposes. 

» Introduction of Property Title Certification System; and 

» Earmarking at least 20-25% of developed land in all hous- 
ing projects (both Public and Private Agencies) for EWS/ 
LIG category with a system of cross-subsidization. 

Two important steps that must be taken immediately are: 

» Stopping unauthorized encroachment of land, and using 
lands so vacated for widening of roads and setting up civic 
amenities; and 

» Work on modernizing the entire storm water and sewage 
drainage system in the city should be taken up on a war 
footing. 


Do you think that exploring the city far outside can decongest the city? 
Jaisingh Dhumal: Not sure. But if it does one should look at 
the total cost and how much time and congestion employees 
commuting daily will create since these employees may not 
want to relocate to the outskirts. 

Marie - Héléne Zérah: I think that Mumbai today is not 
anymore limited to the city—which includes the island city 
and the suburbs. If one speaks of infrastructure, the level of 
the urban agglomeration (and even the metropolitan region) 
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is the scale at which infrastructure requirements should be 
considered. This is already the approach chosen by those in- 
volved in the “Mumbai Vision”. 

Ramakrishna Nallathiga: That has been the assumption so 
far, but it makes the transport and traffic highly loaded. To 
the contrary, compact city structure and rational FSI (high 
FSI near transport corridors) is required to be in place. Only 
new townships like New Mumbai can become good models if 
well-executed, but that too in the long run. 

Vaijayanti Pandit: Certainly exploring the city far outside 
can decongest the city. 


What lessons the city can draw trom Shanghai and other such big but 
well-managed international cities? 

Jaisingh Dhumal: Reduce red tape, appoint bureaucrats 
who are professionals with a commitment to select agencies 
and companies to execute the work in a time bound manner. 
Ramakrishna Nallathiga: A lot, indeed it offers a lot more 
lessons on how good and efficient transport infrastructure can 
be built and managed in large cities. Also, it undertook mak- 
ing large investments in the projects, which should be the 
case in Mumbai as in Trans-harbour link or metro projects. 
Also, high density development is there across the Shanghai 
city, which is not given thought in Mumbai. 

Vaijayanti Pandit: Thinking big, planning efficiently and 
acting firmly in putting up modern infrastructure and dis- 
mantling outdated ones are important lessons Mumbai city 
can draw from Shanghai and other such big but well-managed 
international cities. 
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In Singapore, over 86% of all its citi- 
zens live in apartments (flats) and 90% 
of Singaporeans own homes, a rate un- 
matched anywhere else. The city has 
also built satellite towns connected to 
central Singapore by a rapid transit rail 
network and bus lines. With four mil- 
lion people squeezed onto an island of 
:ust 647 square kilometers, Singapore's 
urban planners have been able to con- 
trol sprawl and even expand parks anc 
protected areas by limiting highway 
construction, building public transpor- 
tation networks, and enacting zoning 
laws that help people live and work in 
the community where they live, without 
long commutes to the city center or to 
the other parts of the island. 

For Mumbai, however, hope floats as 
according to global consultancy firm, 
PwC, which ranked around 150 cities on 
the basis of their economic output in 
2005, cities in emerging economies such 
as Mexico City, Sao Paulo, Buenos Aires, 





Bombay to Mumbai 


When Charles lithe King of England received the isles of Bom Bahia, the Good Bay as part of his 
dowry for marrying the Portuguese Princess Catherine de Braganza in 1661, it was a reclusive island 
engulfed by the sea. Reclaimed from the sea, it became the modern cluttered city of Bombay. And 
now, it is the city of Mumbai named after the goddess Mumbadevi. In a true Mumbai style, the city 
has embraced contrasting marriage of affluence and abject poverty, where groaning infrastructure, 
lack of space and a chronic housing shortage co-exist with heady potpourri of ethnic, linguistic and 
religious subcultures. The glittering and bustling city which is also the commercial and the celluloid 
capital of India has over the years fascinated pan-Indians like anything. People from all walks of life: 
From intelligentsia to creative minds, from businessmen to wage laborers to would-be singers 
crowded the dream city. And it inevitably took its toll on the city’s infrastructure and offered little 
solace to Mumbaikars who are grappling in growing day-to-day ordeals. 


Shanghai, Mumbai, Istanbul and Ma- 
nila are likely to challenge the estab- 
lished cities like Tokyo, New York and 
Los Angeles by 2020. The report sug- 
gests that the importance of classical 
European cities like Rome, Milan, 
Vienna and Berlin is expected to decline, 
as are few American cities like Dallas, 
San Francisco, Houston and Miami. All 
these cities are expected to grow, but 


“they cannot hope to keep pace with the 
fast-growing economies of the emerging 
world,” forecasts the study. It further 
predicts that only nine new cities will 
enter the top 100 list between 2005-20; 
three out of them are expected to be from 
India but no other city except Mumbai is 
likely to grab that slot first. But, to reach 
there in a decade’s time, the city needs 
big makeover at an investment of not 


Given the groaning infrastructure, lack of space and a chronic housing 
shortage, do you think it is possible for Mumbai to become a world-class 
city? 

Jaisingh Dhumal: Possible but may take a long time and a 
lot of funds. 

Marie - Hélène Zérah: There is an ongo- 
ing debate regarding the lack of space in 
the city and I am not the proper person to 
comment on it. Nevertheless, it is quite 
critical for the city to be able to build 
houses for all the sections of the popula- 
tion. The real estate boom clearly contrib- 
utes to excluding a large section of the 
Mumbai population from the housing mar- 
ket. The recent figure on the Slum Reha- 
bilitation Scheme have indicated an abys- 
mal number ef houses built as compared to 





flect the reality, which rather calls for a strong emphasis in 
improving infrastructure through projects that will benefit 
the whole population, through access to basic facilities, im- 
proving mobility, and access to housing. 

Ramakrishna Nallathiga: Yes, given the concentration of 
services, skills and given that services are 
growing at a phenomenal pace, it can be- 
come a world-class city. In fact, there are 
no other contenders for this position in In- 
dia other than Mumbai. 

Vaijayanti Pandit: There is nothing 
which cannot be achieved by 
Mumbaikars. The only thing that could 
drive Mumbai to become a world-class 
city is the political will to execute the 
plans efficiently and quickly taking the 
support of the State and Central Govern- 


À 1 : Vaijayanti Pandit 
the needs. Tae importance of increasing Director. FICCI ments and fully availing the benefits un- 
the housing stock available for all is a key Western Regional Council der Jawaharlal Nehru Urban Renewal 
issue and many argue that lack of space is Mumbai Mission. 


not really a constraint. 

There are many definitions of a world-class city, or a 
global city. I clearly do not think that Mumbai will become 
a world-class city, if emphasis is not put on the needs of the 
people living in slums and shanties. Otherwise, it might 
become rather a rich city but with further segregation and 
disparities, especially in terms of access to infrastructure. 
The discourse around “world-class” infrastructure is the 
product of a certain coalition of interests and does not re- 
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Any other comment. 

Ramakrishna Nallathiga: Logistics (air, train, suburban, 
taxi and bus) has to improve a lot and intelligent models 
need to evolve as there is a space constraint. Somehow, this 
is a neglected area in Mumbai's infrastructure develop- 
ment. Planning and Regulatory reform is also needed to 
organize development in right direction. 
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less than $40 bn, advises McKinsey. Of 
course, out of this sum, the government 
will meet the overall costs. 

The lesson from abroad is that ur- 
ban facelifts do not come easily. It took 
a decade to remake Shanghai. However, 
for Mumbai, it should be easy to raise 
resources since it is the financial and 
entertainment capital of the world's 
10“ biggest economy. 


The spirit of Mumbai 
In Mumbai, India possesses one indis- 
pensable asset. The city is the privi- 
leged home to the BSE, NSE, the two 
largest domestic stock exchanges, RBI 
and hundreds of brokerages and inves- 
tors, which have set up their 
Indian headquarters here, including 
global powerhouses like JP Morgan 
Chase, HSBC and Bank of America. 
The country's who is who of India Inc., 
opinion makers, best managerial tal- 
ents and creative people stay here. 
Bollywood, India's answer to Hollywood 
and the country's music industry are 
also based in Mumbai. Further, in spite 
of all odds, Mumbai has India's best 
hotels, restaurants, bars and night- 
clubs. So much money resides so near to 
so much poverty, only in Mumbai! 
Such is the magnetic attraction of 
the city that once a person is in Mumbai 
in the hope of changing his fortune, he 
never thinks of leaving the city because 
of the simple truth that anyone in any 
profession can rise faster and higher in 
Mumbai, which itself has gone through 
various challenges at different points of 
time in the last five decades; but which 
could not delimit the importance and 
attraction of the city. However, this 
would not have been possible without 
an indomitable commitment of the 
Mumbaikars. The unmatched self-dis- 
cipline and ingenuity of Mumbai citi- 
zens is incomparable and cannot be 
found anywhere else except in Mumbai. 
Given these strengths of the city, 
Mumbai is the only contender from 
India to become a world-class city. 


Just do it! 


In their true spirit, for the Mumbaikars, 
nothing seems to be impossible. The 
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business capital is now being developed 
on a massive scale to ease the pressure 
on its ailing infrastructure and to fulfill 
"Vision Mumbai Goal" of making 
Mumbai a top-class city as well as top 
financial center. In a bid to decongest 
the main island and to release some 
pressure from the main city, setting up 
of Navi Mumbai Special Economic Zone 
(NMSEZ) comprising four zones namely 
Dronagiri, Kalamboli, Ulwe and JNPT 
area is a right step. It has several natu- 
ral advantages vis-à-vis other SEZs in 
India because of factors like its close 
proximity with Mumbai, access to 
cheap manpower, finance and access to 
huge urban markets of Mumbai, Navi 
Mumbai and Pune. The City and Indus- 
trial Development Corporation of 
Maharashtra Limited (CIDCO) is 
chiefly responsible for providing the 
physical and social infrastructure in the 
new city of Navi Mumbai. The BMC is 
going all out with an investment of Rs. 
400 cr to clean the city and to bring it on 
par with world-class cities. Mumbai 
IIIA project, which is supposed to be 
completed by March 2007, will supply 
additional 300 million liters of water 
daily to the city. In this project, the wa- 
ter tapped from Bhatsa dam will be 
purified and stored at a newly con- 
structed filtration plant at Pise 
Panjrapur in Thane district and then 
distributed to various points of the city. 
The Rs. 943-cr Mumbai III-A along with 


Middle Vaitarna Project are likely to 
address the pressing water problem 
and the unaccounted for water leakage. 
The Rs 1,329.5 cr Middle Vaitarna 
project, to be set up under the 
Jawaharlal Nehru National Urban Re- 
newal Mission (JNNURM), is expected 
to boost supply and even ensure unin- 
terrupted water supply to some areas 
throughout the day. The project envis- 
ages the provision of 455 million litres 
of water a day by 2011; according to gov- 
ernment estimates, the city would need 
a supply of 3,814 million liters of water 
per day by 2011 as against 3,203 mil- 
lion liters per day today. 

In the power front too, the situation 
is not less worrisome either. In the sum- 
mer of 2006, Mumbai consumed power 
of 2500 MW. However, this summer the 
demand is expected to cross 2650 MW 
though the power supply is likely to be 
static at 2200 MW. The power supply in 
the main city serviced by Bombay Elec- 
tric Supply and Transport (BEST) is 
more or less steady, but the suburb ar- 
eas have been witnessing increasing 
pressures due to the mushrooming mul- 
tiplexes, malls, office- and high-rises. 
Moreover, though the city is living on 
borrowed power, the BMC is showing 
little interest in conserving energy in 
compliance with the Energy Conserva- 
tion Act, 2001. Other municipalities 
like the Pimpri-Chinchwad and Thane 
have adopted extensive measures to 
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conserve energy and it helped to provide 
uninterrupted power supply to the is- 
lend city. Nonetheless, more concrete 
steps are needed to be taken to tackle 
the power supply situation effectively. 
To meet the urgent need to cater to 
the traffic. especially for quick entry 
and exit frcm the city, the Maharashtra 
State Road Development Corporation 
Limited (V. SRDC) has been entrusted 
with the task of constructing 50 flyovers 
to maintaim a highway character of the 
mr portant roads in the city and also tc 
reduce congestion at key junctions. 
While the Mumbai Metropolitan 
Regional Development Authority 
(MMRDA) has shouldered the responsi- 
bilities of a large chunk of the city’s re- 
cevelopment projects, there are sepa- 
rate agencies for cleaning up the city. 
Moreover, the long-awaited Worli- 
Bandra project is likely to be completed 
by April 2008. And “For the second 
phase of the project. between Worli and 
Nariman Point, we are in the process of 
issuing global tenders. This would pro- 
vide an alternate road link over sea,” 
said the state's Chief Minister. In an 
:nzerview with The Economic Times, the 
CM further added, “We have been talk- 
ing about Mumbai's makeover. 
Mumbai Urban Transport Project 
(MUTP) phase one, which includes 
upgradation of railway services and in- 
frastructure like roads and bridges, is 
already nearing completion." The Cen- 
ter has already announced lumpy Rs. 
5,900 cr in the Railway Budget for the 
second phase of the proposed preject. 
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The CM told that tenders would be out 
in a month for the second phase of the 
ambitious Mumbai Metro project. He 
assured that “Most of these projects are 
on a Build Own Transfer (BOT) basis, 
so there is no problem”. Armed with 
Mumbai-centric plans in the general 
and rail budgets, the state government 
is confident to transform Mumbai a 
world-class city. The CM commented, 
“Our only mantra is to build world-class 
infrastructure... In the next 2-3 years, 
things will rapidly change... It will be 
visible.” And why not, it is the only place 
in India where “things just happen.” 


Mumbai first 

Nevertheless, the road ahead is full of 
challenges as urbanization gathers fur- 
ther momentum. According to the UN- 
Habitat State of the World’ Cities Report 
2006-07, the current year, marks a turn- 
ing point in history as one out of every two 
people will be living in a city. While it 
says, this may be a cause for celebration, 
but at the same time, it also raises con- 
cern that with one out of three city dwell- 
ers— nearly one billion people— currently 
living in slums, it puts a big question 
mark over the whole notion of urban 
sustainability. According to the report, in 
2005, the world's urban population was 
3.17 billion out of a world total of 6.45 
billion. And it expects the number of ur- 
ban dwellers to keep rising, reaching al- 
most 5 billion by 2030 out of a world total 
of 8.1 billion. Further, between 2005 and 
2030, the world's urban population is ex- 
pected to grow at an average annual rate 
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of 1.78%, almost twice the growth rate of 
the world's total population. After 2015, 
the report suggests, as more and more 
people occupy cities, the population of ru- 
ral settlements around the globe will be- 
gin to contract, decreasing at an average 
annual rate of -0.32 through 2030—a de- 
crease of more than 155 million people 
over 15 years. According to it, Asia alone 
will account for more than halfthe world's 
urban population (2.66 billion out of a glo- 
bal urban population of 4.94 billion). And 
India would not be untouched by that phe- 
nomenon. That means, it would further 
strain the already choked infrastructure 
of big cities like Mumbai if remedial 
steps are not taken. 

The report also points towards the 
transformation of today's megacities 
into what it terms metacity or hypercity; 
an epithet that refers to massive sprawl- 
ing conurbations of more than 20 million 
people. Tokyo became the first hypercity 
in the mid-1960s when it crossed the 20 
million threshold. The report forecasts 
that by 2020, Mumbai along with Delhi, 
Mexico City, Sao Paulo, New York, 
Dhaka, Jakarta and Lagos will achieve 
metacity status. The rapid urbanization 
can, however, also bring about irrevers- 
ible changes in production and consump- 
tion of water, energy and land. It could 
also pose challenges of maintaining and 
providing proper sanitation, hygiene, 
and healthcare to the poor and the needy. 
Besides, the transformation into 
metacity will also call for a reassess- 
ment of urban governance. For instance, 
it says, areas that once were suburbs 
have themselves become small cities, 
but they tend to still be subject to subur- 
ban regulations. It adds that sustain- 
able governance can be achieved through 
devolution of decision-making and re- 
sponsibilities down to municipalities, 
boroughs and civil society. 

However, that would require vision, 
strong willpower and also change in 
the mindset. And that would be a huge 
challenge for the government, plan- 
ners, businesses, and not to forget, 
Mumbaikars.m 


- Amit Singh Sisodiya, Sanjoy De and Ratna T 
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Market Leader 
since the last 3 decades 


An unparalleled position, thanks to the 
trust of millions of our esteemed customers 








For over three decades New India Assurance has enjoyed undisputed market 
leadership in the general insurance segment. 


Sharing a tradition of trust with millions of customers, New India offers the sfsar MRA Y 
benefits of a wide product portfolio, highest solvency ratio, global presence and fe T RR p. fer. 
faster claim settlements. Giving you the assurance of a true leader. No wonder 


New India Assurance offers the best Pre and Post General Insurance Services 
across its product portfolio, at the most competitive rates. 
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Insurance is the subject matter of solicitation. 


THE NEW INDIA ASSURANCE CO. LTD., 87, Mahatma Gandhi Road, Fort, Mumbai - 400 001. Tel.: 22708100, 22708400. Website: www.newindia.co.in 
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In spite of problems. Airbus is struggling to keep its customers on board with 


its new initiative “Power8”. 


urope's largest aircraft maker, 

Airbus, which once ruled the in- 

dustry, is now caught in a 
storm, paralyzed with a loss of $1 bn. 
Its ongoing struggles indicate its efforts 
to restructure itself even as its delivery 
delays continue to be its weak spot. 
This is causing a serious problem not 
only to Airbus but also to its parent 
company, European Aeronautic De- 
fense and Space (EADS). Indeed, it 
failed in delivering Super-jumbo A380 
on time, because of its major production 
troubles. Its whirling costs and charges 
are linked to the long-awaited restruc- 
turing program. Power8, announced in 
February 2007. Even though its twin- 
decked passenger jet is slipping back, 
its new twin widebody, the A350XWB, 
is still trying to take off 


Probiems galore 
EADS had recorded its first ever loss of 
€768 mn ($1.01 bn) over the fourth quar- 
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ter of 2006, compared with a profit of 
€405 mn in the same period last year. 
Louis Gallois, the EADS co-Chief and 
Airbus Chief Executive, calls it, “The 
worst year for Airbus in its life,” and cau- 
tioned that this bad patch is likely to con- 
tinue, with another bout of “substantial” 
losses expected this year too. He blamed 
the losses to the spiraling costs of the 
A380 Super-jumbo. Airbus reported its 
first operating loss of €572 mn while it 
recorded a profit of €2.3 bn in 2005, Even 
the internal rate of return also dropped 
from 19% to 13% in the year 2006 due to 
delivery delays. The charges related to a 
delay in A380 deliveries, besides the 
weak dollar, resulted in a loss of €2.5 bn 
($3.3 bn). The final cost of A380 delays is 
to likely exceed €4.8 bn. Because of its con- 
tinuous delays, Airbus lost its major cli- 
ent, Singapore Airlines, which placed or- 
ders from rival company Boeing. The con- 
troversy continued with Quantas, FedEx, 
Emirates and the Malaysian Airlines. 


FedEx is negotiating over penalty, which 
industry sources say could reach $100 
mn. 
John Leahy, Airbus Sales Chief, is 
trying to convince customers to accept 
discounts on future orders instead of 
cash compensation. Finland’s largest 
airline, Finnair, is the first customer to 
convert its order to the new jet 
A350XWB. It placed an order of 11 A350 
planes, as well as seven other aircraft in 
a deal worth about $2.6 bn. For redesign- 
ing A350 mid-size jets, Airbus needs to 
incur an additional expense of €500 mn. 
To meet the risks and technical chal- 
lenges of A400M military transport 
plane, the company set €352 mn aside 
even though it was running late. When 
the A380 program was approved by the 
EADS in 2000, Airbus said that it will 
not be able to reach the break-even level, 
unless it delivers 250 aircraft. It pre- 
dicts a total sale of $1.17 tn by 2025. 
Besides, EADS’ “dollarization” strategy 
is also causing credibility issues for Air- 
bus. Currently, 50% of Airbus contracts 
are written in dollars, but the company 
hopes to boost that to 55-60% in the 
coming future. The dollar weakness 
alone had led to a 20% loss. 

Airbus has become a victim of the 
euro currency, to an extent. It is keeping 
the euro value high, benefitting the con- 
sumers, at the expense of manufactures, 
while the revenues are sliding, develop- 
ment costs are rising sharply. Assem- 
bling of the A380, i.e., installation of 
electrical wiring in the plane’s cable is 
causing a major problem. To sort out 
these wiring problems, Airbus needs to 
invest more on R&D in the days to come, 
especially on carbon-fiber technology. As 
echoed by Nick Cunningham, Analyst at 
Panmure Gordan & Company, London, 
“The research costs on A350 are going to 
be much more expensive than first 
thought.” 
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Airbus is focusing more on fuel-effi- 
ciency and cost aspects for its innova- 
tive project A350XWB. The aircraft, 
which is designed to compete against 
Boeing 747, will cost €11.6 bn ($15.26 
bn) to develop and is expected to take 
off by 2010. While A340 is a four-en- 
gine plane consuming more fuel, its 
competitor Boeing 787 is running a two 
engine plane in a more efficient way. 
*Airbus has yet to negotiate an agree- 
ment with General Electric Company 
to use its popular new fuel-efficient en- 
gines on the A350," says Rick Kennedy, 
a spokesman with GE Aviation. 


Power8 — Will it deliver? 
To come out from the existing struggles, 
Airbus has initiated a restructuring plan 
called *Power8" to compete with Boeing 
787 Dreamliner. At present, Airbus has 
about 57,000 workers and 30,000 em- 
ployees of contractors. Under this restruc- 
turing plan, Airbus has decided to axe 
10,000 workers who are scattered all 
across Europe. Half of the job sacks will 
come to 5,000 employees mainly from 
Germany and France; 1,600 and 400 from 
the UK and Spain respectively, to save 
€900 mn per year. By 2010, Power8 aims 
to achieve a minimum of €2.1 bn in terms 
of cost savings and €5 bn in cash per year. 
For the employees in France, such cost- 
cutting is never pleasant and the trade 
union leaders are already threatening 
protests, adding more political sensitiv- 
ity to the issue. 

Analysts say EADS needs to re- 
think on the job sacks, since Airbus fac- 
tories which are distributed across Eu- 


rope have taken huge loans for launch- 
ing new designs, which reflects the need 
for co-operation. Besides, the European 
labor laws are rigid, and hence the com- 
pany is trying to rely on retirement and 
early retirement offers. To cut down the 
overhead costs, the European plane 
maker has proposed to shift its produc- 
tion to countries with lower costs of pro- 
duction, as the American plane maker 
has done— around 80% of Boeing’s total 
manufacturing is being outsourced. 
Analysts are confident that Gallois had 
the right plan for Airbus, and they say 
Power8 is astonishingly radical in 
terms of its scope; somewhat "very com- 
plex" and the risks are “huge”. Gallois is 
trying to overhaul the entire system by 
“Power8” to save €5 bn ($6.6 bn) by 
2010. 

About 85% of the bulk savings 
should come from smart buying, faster 
development, lean manufacturing, and 
reduction of working capital and service 
improvements. Power§8 cost targets as- 
sume a $1.35-per-euro exchange rate 
through the end of the decade. But Air- 
bus will lose €1 bn in revenue, as the 
dollar depreciates for every 10 cents. 
Though it suffers from incurring costs in 
pricey euros, it also generates revenues 
in cheap dollars, in which jobs are 
bought and sold. 

Airbus has to reduce costs in order 
to develop A350XWB, a next generation 
airliner. To reach €2.1 bn goal under 
this program, restructuring and assem- 
bling will have to contribute 12% and 
3% respectively. The plane maker is ex- 
pecting that the final assembly site will 


Viewpoint on Power8 


— Richard Aboulafia 
Vice-President, Analysis, Teal Group Corporation 


Power8 is not perfect, but it is the most politically digestible way to change the way Airbus does 
business. It is essential for the company to find the resources necessary to develop the A350 XWB. 
Without it, the company will be reduced to a niche manufacturer after 2012, with Boeing taking the 
entire 200-500 seat market for itself. And due to the tremendous waste of resources on the A380 
program, Airbus finds itself needing to make every possible change to generate new product 
development cash. Even if Power is only partly successful, every little bit will make a difference. 
And every sign of progress will encourage outside investors to put money into the company. 
The A380 was a huge mistake, but a strong company with Airbus’ market clout should be able 
to recover. The A350 XWB looks like a strong performer against the 777. It may challenge the 
787-10, but will have little impact on the 787-8 and -9. 
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be launched in Hamburg by 2015. Even 
though Toulouse received A350 final 
assembly, the French do not want to 
lose a final assembly role on the A320 
replacement. As part of the restructur- 
ing program, supplier relationships 
would also change. For major risk-shar- 
ing activities, Airbus has no strong 
partners, unlike its US rival. It ought to 
have long-term partners to take on capi- 
tal expenses which will be around €600 
mn. As part of its restructuring, three 
Airbus factories will be sold outright 
and the company is in search of inves- 
tors for another three. 


Take-off hopes 

The European plane maker confronts a 
very grim future. It needs to change 
strategies to face credibility issues. In 
the next annual meeting, EADS has to 
decide whether or not to pay dividend to 
the shareholders for the year 2006. As 
the French government has 15% stake 
in EADS, Prime Minister Dominique de 
Villepin opines to waive the dividend to 
improve its “investment capacity." It's 
not for the first time that the company 
is facing engineering flaws; even earlier, 
A350, the aircraft that Airbus expected 
would compete with 787, too had to face 
technical problems. However, these are 
not pleasant times for the European 
major; it is too far to carve out a sizable 
market share for its twin widebody 
aircraft. 

To counter Boeing, the European air- 
craft maker needs to sell its latest jets 
A350, to those airlines which had agreed 
to buy an earlier model. "Airbus is focus- 
ing more on selling the next plane than 
looking back", says John Leahy. Airbus 
market forecasts demand for 1,250 pas- 
senger aircraft with 450 seats in the next 
20 years, whereas Boeing forecasts for 
990 aircraft in the category of the 747 
jumbo. The world desperately needs Air- 
bus to bounce back in the market in order 
to compete with Boeing. However, turn- 
ing around Airbus fortunes is going to be 
a daunting task for the aircraft manufac- 
turers in the days to come.m 


— N Janardhan Rao and B Suma 
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CEO Shake-up 





The recall of Michael Dell raises the concern that all is not well with the 
ruthless cost-cutter. However, a much bigger question is: Can the comeback 
CEO prove to be the savior of the PC maker, which is facing fierce 
competition from the now resurgent HP? 





series of mishaps, one after an- 

other, ranging from a massive 

ecall of potentially self-ignit- 

ing laptop batteries, a dismal earnings 
report, to an announcement by the com- 
puter maker that it is under Securities 
and Exchange Commission’s scrutiny for 
the way it counts revenues possibly were 
more than enough for Michael Dell to put 
an end to the journey of Kevin Rollins, 
the former CEO of Del! Inc. with the com- 
pany and to reclaim the position His 
comeback as CEO of Dell on January 31, 
2007, emphasizes not only a complete 
management shake-up, including exo- 
dus of former CFO James Schneider and 
a number of senior vice-presidents. but 
also endorses Dell 2.0 more closely, refo- 
cusing customer service and usability, 
especially targeting emerging markets. 
However, Wall Street sent a cautious 
welcome to the founder’s homecoming as 
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CEO, raising share value by 1.6% to 
$24.60, amidst skepticism that whether 
such a reshuffle is sufficient to bring new 
life in Dell at least in short run. For Dell, 
the $60 bn Round Rock, Texas-based 
company, the global PC market has gone 
too far to bestow reward to its ultra-effi- 
cient supply-chain management and di- 
rect-sales strategy eyeing on delivering 
PCs at the lowest cost to corporates. But 
Michael Dell, who is in no mood to change 
the direct-sales model, tried to get a 
strong foothold in service arena by ac- 
quiring ACS, a UK-based IT services 
group. 

However, industry analysts feel un- 
certain whether such a service model 
based on using the spare capacity of ser- 
vice partners, can bring in any radical 
change to Dell's current trauma, as it is 
experiencing a sluggish growth and an 
eroding market share, having lost its po- 


sition as the world's largest PC maker to 
HP, the once worn-out soldier. Despite, 
rising PC demand worldwide, Dell's PC 
shipment in the fourth quarter of 2006 
lost ground by 8.4% to HP which saw an 
advancement of 23.8% when compared to 
the same quarter a year before. Moreover, 
with rivals having figured out Dell's old 
trick of lowering cost, the electronics mar- 
ket has become all the more competitive. 
That means, there is no more flesh to cut 
unless Dell re-labels itself as an innova- 
tor rather than a mere cost-cutter. 

Above all, given Ted Waitt's lack- 
luster performance to boost-up Gate- 
way coupled with Steve Jobs' amazing 
achievement after he took the helm of 
Apple, Michael's comeback does not 
ensure any sunny morning for Dell, if 
not matched with a complete change in 
perspective. 


Dell’s woes 
The usual bag of tricks — leveraging the 
supply chain and their economies of 
scale — hasn't worked. 
— Richard Shim 
Research Analyst, IDC. 


No matter how optimist Michael 
sounds with the recent management re- 
shuffle, Ken Smith, Director of technology 
research for Munder Capital, feels that 
“Michael Dell or whoever you put in that 
role I think is going to struggle with the 
same issues”, since there are some con- 
cerns closely associated with evolving 
market scenario that even Dell won't be 
able to fix so soon. The global PC market 
has moved fast towards convergence, 
where relentless innovations of the com- 
panies like Apple and HP looked beyond 
core products and markets that made 
Dell to sit up and take notice. It was not 
unusual to see Dell stumbling at tradi- 
tional low-end desktop as the competi- 
tors moved ahead with more sophisti- 
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cated Notebook PCs like HP's Pavilion 
dv2000. Though analysts cheer on Dell's 
move towards higher margin products 
like music players and flat screen TVs, 
Richard Chu, Analyst at SG Cowen & Co., 
feels that Dell’s “entry into consumer elec- 
tronics is seen as evidence that the core 
businesses are maturing and that it 
doesn’t deserve a premium stock value". 
For instance, they figured out that 38% of 
Dell’s business still comes from desktops 
for corporate entities, which is suffering 
from falling prices. Moreover, with growth 
rate of the US commercial desktop ship- 
ments declining from 10.4% in 2005 to 
4.996 in 2006, according to IDC World- 
wide Quarterly PC Tracker, such a depen- 
dency will prove suicidal for the former 
PC goliath. 

Industrial experts further identify 
that Dell's devotion to its direct business 
model, focusing on delivering computers 
to corporate businesses at lowest cost, 
has knocked it down in many ways. In the 
wake of resurgence of retail market in the 
US, which is growing at an amazing 25% 
rate compared to 9% growth rate of the 
over all market, as Dell's corporate cus- 
tomers eased back on purchases, Dell’s 
reliance on the growth from the corporate 
desktop market resulted in losing its 
leadership to HP. "This is a company that 
missed out on [the boom in] consumer 
and retail and on the style changes", ob- 
served Roger Kay, Analyst at Endpoint 
Technology Associates. While HP sells its 
computers both on Internet and through 
retailers, the business market of Dell in- 
stead accounts for about 80% of its an- 
nual sales. "It was a combination of not 
being in retail and aggressive cost-cutting 
that eventually impacted not only the 
bottom line but significantly impacted 
the top line”, explains Rob Enderle, the 
founder of Enderley Group, pointing out 
Dell’s excessive focus on cost-cutting. The 
direct-selling strategy by cutting out the 
middleman and by selling out custom- 
built computers directly to the customer 
though gave an edge to Dell, in terms of a 
whopping profit margin that was 10 
points higher than rivals, the company 
never used the profit in enhancing fresh 
capabilities. Jim Mackey, Managing Di- 
rector at the Billion Dollar Growth Net- 
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work, comments, “Dell is a textbook ex- 
ample of single-formula growth: ‘We 
make PCs cheap”. But he warns: “You 
can grow very fast when you're on a single 
formula, but when you get to a certain 
point, you don't have the ability to create 
new growth". Further, the cost-cutting 
method ends up Dell in drawing sharp 
criticism regarding its poor customer ser- 
vice and technical support, and the com- 
pany is still trailing Apple, the industrial 
outperformer with a customer satisfac- 
tion rating of 83 points, compared to Dell 
with a score of 78, according to American 
Customer Satisfaction Index (ACSI). 

Also, Dell's inability to mingle soft- 
ware with its computer services, which so 
far has been focused largely on repairing 
and upgrading of Dell's hardware, has 
made it difficult to outpace HP which has 
mastered the art, of late. Bill Scheer, Se- 
nior Analyst at Kennedy Information Inc., 
perceives that such "hardware" services 
are the slowest-growing segment of the 
$147 bn market, currently increasing at 
an estimated 6.3% a year, vs. 7.6% for the 
market overall. 


The costly recalls 

But the worst part of the Dell’s ordeal 
was the massive recall of 4.1 million 
batteries affecting its LatitudeTM, 
InspironTM, XPSTM and Dell Precision 
Mobile WorkstationTM notebook com- 
puters. The substantial recall that 
amounted for 18% of Dell's notebook 
production was considered far from 
mere accident and indicated Dell’s igno- 
rance over technological expertise at the 
time when its reputation for responsive 
customer service was already under at- 
tack. Though Sony, which manufactured 
the potentially self-igniting lithium-ion 
batteries, stepped into sharing costs 
with Dell and other PC makers like 
Apple, Lenovo, and HP, the fact became 
associated with the drowning image of 
Dell. “Dell is trying to bolster its image 
and this is certainly not going to help," 
warned Brent Bracelin, an Analyst at 
Pacific Crest Securities in Portland, Or- 
egon. Against such a backdrop, analysts 
believe that retrieving "Wall Street's 
darling" image may turn to be a tough 
job for Michael Dell. 


Will Dell 2.0 deliver? 
Nevertheless, the return of Michael Dell 
is expected to address many problems 
even if he can’t fix them overnight. The 
mistakes of the Rollin's era —the ero- 
sion in customer experience, the creep- 
ing of bureaucracy —are planned to be 
tackled with Dell 2.0, a revamped 
strategy, designed by Michael Dell and 
the then CEO Kevin Rollins in Septem- 
ber 2006. The new strategy, discussed 
in a memo sent by Michael to Dell em- 
ployees, will focus on serving small- and 
medium-sized businesses by empha- 
sizing on server/storage segment and 
shortening design cycles. The company 
even hinted on its transition to a light 
touch original design manufacturer 
model. Besides, the much discussed 
Dell 2.0, which is yet to produce its re- 
sult, is designed to enter emerging mar- 
kets and may take initiatives in im- 
proving and simplifying Dell's website, 
revamping technical support, tighten- 
ing the supply chain, and putting more 
emphasis on the services market. 
However, though Michael's home- 
coming felt synonymous with a radical 
change, all the efforts ranging from 
slashing managerial headcount from 
20 to 12, eliminating employee bonuses 
seem to be more focused towards cut- 
ting cost rather than stressing on inno- 
vation. But "What we are witnessing is 
the zero-base assessment of the com- 
pany that Michael had to take," said 
Kay. While some analysts love to com- 
pare Michael's comeback to Apple's 
turnaround when Steve retook the 
charge, others argue that improving on 
what it already does won't take the com- 
pany very far. Referring to building an 
innovation culture that reiterates deep 
knowledge of a firm's consumer base as 
an important formula for growth, Bruce 
Nussbaum wrote in BusinessWeek: 
"Leading open, global collaborate net- 
works is perhaps the single most impor- 
tant CEO skill these days". The 
founder, Dell, will have to listen to 
many more such suggestions as he em- 
barks on the tough journey ahead. s 


— Amit Singh Sisodiya and Madhuparna Chakraborty 
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Hindalco-Novelis 


Aligning for Aluminum 





The largest cross-border deal in the history of Indian aluminum industry, 
while looking glorious on paper, could prove to be far more challenging for 
India’s aluminum giant, AB Birla's flagship company, Hindalco. 


The acquisition of Novelis is a land- 
mark transaction for Hindalco and our 
Group. It is in line with our long-term 
strategies of expanding our global pres- 
enc? across our various businesses and is 
consistent with our vesion of taking India 
to tae world. 

-Kumar Mangalam Birla 
Chairman, Aditya Birla Group 


lose on the heels of the mega- 
billion dollar acquisition of 
Corus by Tatas comes another 
high-profile cross-berder acquisition; 
but this time by AV Birla Group-owned 
Hincalco. India's largest aluminum 
player acquired the Atlanta-based 
Novelis, the world’s largest producer of 
aluminum rolled products (semi-fin- 


40 April 2007 | 


ished products for inputs for manufac- 
turing such value-added products as 
automotive body panels) and alumi- 
num can recycling, and whose client list 
boasts of such impressive names as 
Ford, Kodak, Coca-Cola, and Audi 
among other high-profile global custom- 
ers. The acquisition also signals that a 
major consolidation wave is slowly tak- 
ing shape in the global metal industry, 
which has, of late, seen a spate of deals 
that began with the takeover of Cana- 
dian steel giant Dofasco by Europe’s 
Arcelor, and then Arcelor being ab- 
sorbed by Mittal Steel, followed by 
Tata's acquisition of Corus and now 
Hindalco's acquisition of Novelis. It 
also reaffirms the trend that Indian 
companies are gradually breaking free 


of their domestic shell and emerging 
into the global market with an increas- 
ing urge to stamp their footprint the 
world over. And they are not afraid to 
gobble up prey many times bigger than 
them; Novelis (2005 revenue: $8.3 bn) 
is almost four times the size of 
Hindalco (2006 revenue: $2.4 bn). 

The all-cash acquisition deal is val- 
ued at about $6 bn which stands second 
to the Tata-Corus deal in terms of size. 
At present, the deal is, subject to certain 
regulatory and other approvals. How- 
ever, when closed successfully (probably 
to be completed by the second quarter of 
2007), it will no doubt add another 
feather to India Inc.'s cap as being the 
biggest ever takeover by any Indian com- 
pany on the US soil so far. Though the 
development may be slow and improve- 
ments can only be observed within 2009- 
2010, as experts suggest, the acquisition 
will catapult Hindalco into the big 
league of global players in the aluminum 
industry. "The acquisition of Novelis is a 
landmark transaction for Hindalco and 
our Group. The combination of Hindalco 
and Novelis will establish a globally in- 
tegrated aluminum producer with low- 
cost alumina and aluminum produc- 
tion facilities combined with high-end 
aluminum rolled product capabilities", 
said a jubilant Kumar Mangalam 
Birla, the man who controls the AV 
Birla empire and whose vision has pro- 
pelled the group into becoming a global 
player in certain businesses like cop- 
per, aluminum, viscose fiber, and tex- 
tiles. He has also transformed 
Hindalco, the group's flagship company, 
into Asia's largest integrated primary 
producer of aluminum and among the 
most cost-efficient producers, globally. 
Besides, its copper smelter has the dis- 
tinction of being the world's largest cus- 
tom smelter at a single location. 


Chartered Financial Analyst 





BUILDING BETTER MALLS FOR OUR CHILDREN 


At MARG, we're striving to build a better world for the future of our nation. Our vision and pioneering spirit help 


build infrastructure and realty solutions that fuel the nation's progress. This is the Spirit of Visioneering, and it inspires MARG to create 
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Novelis’ nemesis 

Novelis came into existence in January 
2005 as a result of its parent company, 
Alcan’s, acquisition of French Pechiney, 
which was approved subject to meeting 
the condition as laid down by the Euro- 
pean and the US anti-trust regulators 
that required divestment of their rolled 
product business. However, even though 
i; emerged as the world's largest pro- 
ducer of rolled aluminum products, hav- 
ing about 19% of the global market 
share, it has, since beginning, been reel- 
:ng under the heavy burden of a $2.9 bn 
debt, inherited at the time of divest- 
ment. Having a "capital base of less 
than $500 mn”, the company found it- 
self in chaos. Adding to its woes, the 
company’s strategy of “metal price ceil- 
ings”, in an environment of volatile alu- 
minum prices worldwide (aluminum 
prices globally have risen to unprec- 
edented, sustained levels and reacted 
suddenly upward and downward in re- 
cent times; prices moved from their 
long-term historical average of approxi- 
mately $1,500 per tonne to $2,850 per 
tonne by the end of December 2006) led 
it to incur huge losses in a bid to win 
more business to better its financials. 
Te win more businesses, it assured its 
four premium customers, whose busi- 
nesses accounted for nearly 20% of 
Novelis’ $9 bn revenues, not to hike 
product prices, even if there is an aug- 
ment in aluminum prices beyond a 
point. But the wrong predictions of alu- 
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minum prices proved its undoing as, 
later on, after this decision was taken, 
unexpectedly, the aluminum prices shot 
up by 39%. Thus, Novelis was forced to 
supply its products to these customers 
at a rate much below the cost of raw 
material. This fatal decision led to 
mounting up of a net loss of $275 mn 
i.e., $3.71 on each share on net sales of 
$9.8 bn for the fiscal year ended Decem- 
ber 2006, as against the net income of 
$90 mn, or $1.21 per share on net sales 
of $8.4 bn in the fiscal year 2005. Nev- 
ertheless, the company, is trying to 
mitigate such risks through a combina- 
tion of strategies that include internal 
hedging (read: depending on internally 
supplied metal inputs through im- 
proved production and recycling), and 
reduced exposure to contracts with price 
ceilings to approximately 10% of esti- 
mated shipments in 2007. Nonethe- 
less, assuming prices stay at current 
levels, the company still expects that it 
will hurt its operating margins and 
cash flows from operations to the extent 
that it fails to pass through to its cus- 
tomers. That shows that it still needs to 
do much more on the risk management 
front. Also, the fact that the company, 
with 35 plants and a presence in close to 
a dozen countries, has an astonishingly 
high leverage ratio of 7.23:1 does not 
give much comfort either. Hence, the 
dire state meant that it should look for 
a rescuer in order to survive. Clearly, 
Novelis was in dire need of a savior to 
rescue its extensive operations com- 
prising of 35 plants, spread over about 
11 countries and to quantify its huge 
losses. 


Here comes Hindalco 

The sudden bid by Hindalco, therefore, 
surprised market analysts. Many of 
whom view this as a rare act of chivalry 
on the part of the Aditya Birla Group, a 
$12 bn group with $120 bn in market 
capitalization. But, the reason behind 
such big risk-taking was clear compel- 
ling. “The deal catapults Hindalco right 
to the threshold of being a Fortune 500 
company’, said KM Birla, Hindalco’s 
Chairman. And despite the thumbs 
down from the market, Hindalco seems 
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to be quite confident about its long- 
term benefits. While research reports 
from Merrill Lynch speculates that 
“negatives may outweigh the positives” 
and deems the deal to be “unjustified” 
in terms of Novelis’ valuations, as it 
points out that “the deal is Earnings 
Per Share (EPS) dilutive". On the other 
hand, there is a lot of positive vibes 
about the deal. “The underlying logic of 
the Hindalco deal is similar to the Tata 
deal—an upstream producer acquiring 
a leading downstream player in west- 
ern markets”, asserted Jitesh Gadhia, 
MD (Corporate Finance) at ABN Amro 
who acted as a financial adviser to Tata 
Steel and broker to the Novelis acquisi- 
tion. 

Similar thoughts were expressed by 
other experts like Shivanshu Mehta, 
Assistant Vice-President of NCDEX, 
who commented, “The deal will cata- 
pult Hindalco’s flat rolled product ca- 
pacity from 2 lakh tons to 32 lakh tons 
per annum and elevate the company to 
leadership position in the business. The 
profitability of Hindalco can go up over 
a period of time.” However, he added 
that it would not have any significant 
impact on aluminum prices. 

Indeed, many analysts believe that 
with the rising global demand for alu- 
minum products, the deal comes at the 
right time. Presently, out of about 35 
millions of aluminum that is consumed 
every year, rolled products account for 
40%, and Novelis has contributed a 
good share of at about 19%. Further, 
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The combination of Hindalco and Novelis will establish a global integrated aluminum 
producer with low-cost alumina and aluminum production facilities combined with 
high-end aluminum-rolled product capabilities. 


What type of synergies do you think Hindalco can 
derive from the Novelis acquisition? 

Hitesh Agrawal: The most important syn- 
ergy that is possible for the two companies 
combined is the fact that Novelis is a down- 
stream value-added product player and 
Hindalco is one of the lowest cost base metal 
producer in the world i.e., in terms of alumi- 
num. Currently, the problem with Novelis is 
that it is not able to explore its metal, which it 
converts into value-added stuff at reasonable 
prices. As you know aluminum prices are rul- 
ing very strong. So, what will happen is that, 
Hindalco has announced various capacity ex- 
pansion plans in the next 3 to 5 years. And, when it will have 
these additional capacities in upend running, it will supply 
base material to Novelis since it does not make alumina or 
aluminum base material itself. And whatever it has currently 
is very small; very insignificant to the entire scheme of thing. 
So, in the future, when Hindalco will have additional capacity, 
which it can share with Novelis, then it will help Novelis to 
bring down the cost. It will lead to improvement of margins for 
Novelis and it will, at the same time, be beneficial for both the 
companies. Apart from that, it is basically for the presence of 
Novelis that Hindalco will get a ready-made customer base, as 
Novelis has some of the best customers in the world. So, from 
that point of view, Hindalco has an advantage. Because if 
Hindalco, tries to build up such a big franchisee or such a big 
customer base, and market network, it will probably take 
them a much longer time. But, with the help of this acquisition 
they can manage to do this in one single go. 

Though the capacity right now is not very big, Hindalco's 
capacity expansion plans for the next 3 to 5 years, as per my 
calculations reveal that it will be able to supply around 0.15 
million tons, roughly an average of 0.2 million tons by FY09. So, 
from that point of view, if you look at it, it is not that big. 
Because, for Novelis with a 3 million tons capacity, it would not 
be that significant. But at least it will start from thereon. The 
other thing is that this is not the only thing for Novelis. Novelis 
is paying the price for getting into a contract, which was not very 
wise. It had entered into a contract with some of its customers, 
according to which it will provide cans at a price which is 
tapped, beyond which Novelis will pay the cost. And with alu- 
minum prices going through the roof, Novelis had to bear it all. 
But the good part of it is that by the beginning of 2007, half of 
these contracts have expired and half are pending for FY09-10. 
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So, at least, the burden of Novelis will now be 
reduced. From that point of view, Novelis will 
incur now lesser losses in 2007 and after 
that. If the aluminum prices come down then 
it would be able to improve its profitability 
among other things. Definitely, 2007 or 2008 
portends better times for Novelis. 

Rishi Sahai: The combination of Hindalco 
and Novelis will establish a global integrated 
aluminum producer with low-cost alumina 
and aluminum production facilities combined 
with high-end aluminum-rolled product capa- 
bilities. The complementary expertise of both 
these companies will create and provide a 
strong platform for sustainable growth and ongoing success. 


There are many analysts predicting huge risks associated with the 
Novelis acquisition. What is your view? 

Hitesh Agrawal: Definitely, in any kind of acquisition, 
whether it is small or big, there is a high risk factor associated 
with it. But here the risk is a little extra, because of the kind of 
size that the company is about to acquire. For Hindalco, Novelis 
is really big. But the factor is that if you want such kind of a 
player with a huge market and the best customers in the world to 
beon your team, I think you have to pay a strategic price for that. 
Because I think this is a strategic acquisition and it fits well into 
the entire scheme of Hindalco. If Hindalco would have paid a 
lower price, then probably, it would not be able to catch up the 
Novelis deal. So it is always subjective in hindsight to say that it 
is a very expensive deal. But the question is that probably below 
that, Novelis wouldn't have sold out. Therefore, it is very difficult 
to come to a conclusion, whether they overpaid or not. Definitely, 
from valuation point of view, it may seem to be a little expensive. 
But you have to understand that Hindalco is getting a ready- 
made market, ready-made customers, ready product profile; the 
size is tripling. From all this, it is fine as the stock is paying the 
price for that. But Hindalco is no more a one-year story because 
in the next one or two years down the line nothing is going to 
happen. It’s a 3- or 5-year story now. It’s very difficult to say, as 
things may go wrong. It is never safe to assume that 100% will go 
right as per plans. Now we have to see how they recover and what 
will be the benefits to Hindalco. 

Rishi Sahai: The biggest risk in M&A is not the deal itself, it is 
the post-merger integration and there is still a lot of inexperi- 
ence in Indian companies. Ambitious as they are, they are not 
quite global as yet. 


April 2007 | 43 


Bo ae agg ee m LL. ccm RT i 4A. 


There is risk ofthe price being paid, as the valuations of the 
acquired companies could be far in excess of those of the acquir- 
ing companies, If Indian companies want to go global and want 
to hit the kind of scale you see, not just from the top companies 
in India, but globally Fortune 100 companies, they have to buy 
that growth. 


Shares of Hindalco Industries fell soon after the announcement of Novelis 
acquisition. What factors do you attribute to the market's thumbs down to 
the acquisition news? What are your views on the nature of the deal? 
Hitesh Agrawal: The key reason why the shares of Hindalco 
fell is that it was overpaid. Secondly, it is a huge deal, which 
will have an adverse effect on Hindalco's profit and loss or bal- 
ance sheet. When we immediately work for the numbers, how 
Novelis will impact the consolidated numbers of Hindalco, we 
can only assume. Theugh Hindalco may make profits in the long 
run, now it will be raising almost $2.3 bn because, recently, 
Hindalco has made & preferential offer to its promoters. Its pro- 
moters’ means will fund the balance for internal growth and 
cther means. So, the $2.3 bn it will raise from the market will 
have to be recovered from Novelis’ books. If you take the interest 
camponent into consideration, i.e., the interest 
servicing part or the debt servicing part, it will 
probably report a lossof $100 mn, which is still 
considerably lower than the $275 mn it paid 
this year in terms of losses. But $100 mn in 
terms of Hindalco is a straight 18 to 20% hit on 
Hindalco's EPS. From that point of view, FYOS 
or FY09 will be a hit for Hindalco's consoli- 
dated numbers. So, the stock will not be good 
in the next 18 to 20 months. 

Rishi Sahai: This kind of reaction is, however, 
hasty overlooking of the long-term benefits of 
achieving global scale new markets and new 
customers; high-end intellectual property of ei- 
ther process technology, or produet technology 
patterns of some kind and skill-sets. Such acquisitions also add 
incremental value to the acquirer's brand, the ability to serve the 
customer close to a point of need and of course, getting economies 
of scale. This, in the present day can be achieved through inor- 
ganic means and that attracts a premium. 


With Novelis having a debt of $2.33 bn i.e., a debt-equity ratio of 7.23:1, 
what strategies will Hindaico take-up to revive the business of Novelis? 
Does it put any threat to Hindalco's balance sheet? 

Hitesh Agrawal: Strategy-wise it is very clear that Hindalco 
wil try its best to supply and procure raw materials to Novelis 
at the best possible price. But as the debt is very high plus the 
adcitional burden that Hindalco will be raising on Novelis’ 
books only, there is no way that they can reduce the impact of this 
on the consolidated balance sheet of Hindalco. As of now, we do 
not know of the interest rate they will have to pay to release the 
de». So, from a financial point of view, there is no way that this 
effect can be saved. Hindalcos current debt-equity will be 0.4. 
What will happen is when it takes additional debt on its books, 
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as Novelis will now be a part of the consolidated Hindalco, the 
debt will be in Hindalco's books. And that may amount up to over 
1 times. So, there is no way that the balance sheet picture can be 
saved. It will look vague in the next 2 to 3 years. 
Rishi Sahai: The one group I would bet on being able to get the 
integration cost down would be the Aditya Birla Group. It is a 
company that has been brilliant in execution pretty much so far. 
If you ask the Indian investor today, they will probably take 
the view that they paid too high a price; hence, you have seen the 
share price decline in most of the companies that were involved 
in M&A deals. It is, in some way, a bet on the execution capa- 
bilities of the company to get those cost synergies. At the high- 
end of any price, and that goes pretty much across the board 
whether it is Birla Group or Tatas, or for that matter Vodafone 
coming into India or expanding its presence here or even the 
Essar deal. All those deals are critically dependent on what I 
said about the post-merger integration. 


In the backdrop of rising aluminum prices, how do you feel the consoli- 
dated entity will be affected? 

Hitesh Agrawal: It is a very strange situation. Because, if alu- 
minum prices are strong then Hindalco will 
gain, while Novelis will lose. As for every in- 
crease in dollar for aluminum prices, Novelis 
is incurring a loss. It is because it has capped 
its pricing for the cans it supplies to the vari- 
ous companies. So, for the next 2 to 3 years, it 
will be very strange situation; because 
Hindalco will be making money while Novelis 
will be losing it. So, until and unless these 
contracts expire by FY09-10, the profitability 
ofthese two companies will behave contrary to 
each other. It's not that Novelis will not make 
profits due to sales, but rising aluminum price 
scenario will eat into the profits of Novelis. 
Rishi Sahai: That's the benefit that comes 
with such M&A deals. Here, the economies of scale will play its 
part. Technology and process leadership, cost-effective man- 
power and ready market will help rationalize the cost struc- 
tures and balance the pressure on bottom lines. 





Any other comments. 

Hitesh Agrawal: Counter bidding— if it should have come— 
would have probably come by now. I don't expect any counter 
bidding to come because, the way Hindalco has structured the 
entire deal, if Novelis enters into a deal with any other, it has to 
pay $100 mn. Plus, any bidder to win Novelis has to bid higher 
than what Hindalco has by $2 to 3. That would raise the cost of 
acquisition, based on the enterprise value from $6 bn to $61/2 
bn. So, when all are saying that $6 bn is expensive, then why 
would anybody bid for 61/2. Plus, we have to understand the 
kind of synergy that Hindalco can derive, because it is totally 
backward integrated. I don't know how many other players will 
like to take that thing. But I don't foresee any counter bid and 
we are quite positive about the deal. 
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analysts hope that even the demand for 
such rolled products will increase. So, if 
the buyout is successful, Hindalco will 
see a massive expansion and almost a 
doubled turnover of around $20 bn. "We 
had set this (group turnover of $20 bn) 
as a stretch target. We achieved it three 
years ahead of schedule. Now, we have 
to set ourselves fresh targets", said KM 
Birla. For Hindalco, with an installed 
capacity of just 0.42 million tons, this 
acquisition will mean an added 3 mil- 
lion tons of aluminum products and will 
further push the company's sales fig- 
ures to Rs. 41,500 cr from the present 
Rs.11,000 cr. Moreover, Novelis being a 
world leader in rolled aluminum prod- 
ucts, with its market reach spread 





across four continents and with the 
creme de la crème of customers, will 
bring Hindalco close to an elite ex- 
panded market base. 

In fact, the acquisition gives quick 
access to world-class technological 
know-how to Hindalco as opposed to go- 
ing through the organic route. According 
to Hindalco's own estimates, they 
would have taken at least 10 years to 
develop such latest technologies like 
*New Fusion Technology" of Novelis 
that allows production of superior qual- 
ity multi-alloy sheet products. Now, the 
combine can reap substantial synergies 
in operations as the finished products of 
Hindalco will be used as the raw mate- 
rial for Novelis for making high-value 


The combine can reap substantial synergies in 
operations as the finished products of Hindalco 
will be used as the raw material for Novelis for 
making high-value products. 


products for end-users like automo- 
biles, construction and special indus- 
trial products. Novelis' access to high- 
profile customers like General Motors 
Corp and Coca-Cola will also help 
Hindalco serve a global client base. 


The deal 


Hindalco has proposed to buy almost 
100% stake in Novelis by offering 
$44.93 per share, nearly 17% more than 
the stock's closing price on February 19, 
2007. This deal, however, is much dif- 
ferent from other buyouts. Already be- 
ing over burdened with a debt-equity 
ratio of 7.23:1, it is not in a position to 
raise any funds through borrowings. 
And, this poor financial condition of 


i 


Novelis has left no choice of "leverage 
buyouts" for Hindalco. So, Hindalco 
could do little but to borrow $2.85 bn 
through a $300 mn of debt from group 
companies and arrange the remaining 
$450 mn from its cash reserves. An- 
other prime aspect of the deal is 
Novelis' outstanding debt of $2.4 bn, 
which Hindalco will have to refinance. 
“We estimate the interest costs on this 
$2.4 bn will be between Rs. 700-800 cr,” 
opined Raman Uberoi, Director, Crisil. 
This could strain the acquirer's bottom 
line. According to the global rating 
agency Fitch, if the deal goes forward in 
the manner it is proposed now, then 
there can be huge pressure on 
Hindalco's long-term ratings and that 
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may even cause “deterioration in 
Hindalco’s capital structure, interest 
cover and, ultimately, profitability.” 

“Hindalco’s consolidated earning 
will get depressed in FY08”, cautioned 
Bhattacharya. Analysts also caution 
about some accounting-related issues 
regarding the inability of the top man- 
agement to effectively handle its expo- 
sure to metal price ceiling that affected 
the company in the recent past. For in- 
stance, in December 2005, it ousted its 
CFO and a few months later the CEO 
too was shown the door, as it got mired 
in accounting-related controversies. 
Troubles continued even then as it dis- 
covered later that it put wrong quar- 
terly numbers; it had to restate its fi- 
nancial statements for the first two 
quarters of 2005. All these dealt a big 
blow to its reputation and credibility 
among investors. In addition to this, 
within 2 years of Novelis’ birth, it had to 
sell off plants in Switzerland, Germany, 
France, etc., as a part of a painful re- 
structuring plan, resulting in a loss of 
about $46 mn. 


No room for complacency 

This leaves lot of challenges for 
Hindalco. Further, there are concerns 
over possible counter bids as wit- 
nessed in the recently concluded Tata 
Steel-Corus deal where Tatas had to 
fight a bitter battle with Brazil’s CSN 
Group, which counter bid for Corus. 
Analysts say that hindsight has 
helped Hindalco to shrewdly structure 
the deal giving no room for rivals to 
make counter bids. As per the deal 
terms, if such bids come into play then 
the competing company has to pay 
Hindalco a “break-free” of $100 mn 
and practically pay $2-3 more per 
share to better the bid of Hindalco. So 
far, no counter bid has come thereby 
giving the impression that everything 
is going as planned for Hindalco. How- 
ever, even bigger challenges await the 
Indian aluminum giant as it pursues 
its big-ticket cross-border acquisition 
and that will really test its mettle.m 


— Amit Singh Sisodiya and Sanghamitra Dhara 
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Indian Railways 


Becoming Market-savvy 





It has been a long journey for the Indian Railways so far, with many ups and 
downs. But it still has a lot further to go in order to become an efficient 


national logistics provider. 


ndian Railways has always been 

the lifeline of the country, cornect- 

ing every nook and corner with rail- 
wav tracks crisscrossing its length and 
breadth. Usually, attracting media at- 
tention for all the wrong reasons like di- 
sasters and accidents, Indian Railways, 
the largest in the world, recently hogged 
the limelight for raking in whopping 
profits to the tune of Rs. 20,000 cr for the 
year 2006-07! This was declared by the 
Honorable Railway Minister, Lalu 
Prasad Yadav, while presenting the rail- 
way budget. Apart from looking back at a 
very successful past year, the budget 
also looked to the future. Indian Rail- 
ways is now at the crossroads. It has to 
take the direction that would help India 
achieve the growth targets and become 
an efficient logistics provider. 


Commendable performance 
Ir the past, the railway budget was al- 
ways the repetition ofa disaster story of 
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mounting losses and promise by the re- 
spective minister to do better next year. 
But for a change, Indian Railways, in the 
past couple of years, is showing signs of a 
turnaround under the leadership of the 
present Railway Minister, Lalu Prasad 
Yadav. For the year 2006-07, the 


Indian Railways amassed a profit of 


Rs. 20,000 cr, beating the previous budget 
estimate by a substantial margin. This 
impressive performance comes on the 
heels of a 36.6% jump in net revenues over 
the past year even though there was a 
marginal increase in the operational 
costs, which was mainly due to the rising 
fuel prices. The operating margin was at 
78.7% this year which declined from 
about 91% over the last year. Capital 
Charge which is equal to the Return on 
Capital Employed in railway parlance 
also rose impressively to 19.6% this year 
when compared to 8.9% last year. 

The good show was brought about by 
a 16% increase in the freight revenues 


over the last year. This was the result of 
an increase in freight charges across the 
board of 2006 in the mid-vear reclassi- 
fication which somehow failed to grab 
media attention as it is not done as 
part of the budget. Given the con- 
straints, the increase in the freight rev- 
enues was only possible because of in- 
crease in the load capacity as well as 
better turnaround time. There was a 
marginal increase on the passenger 
side as well which was due to adding 
more coaches to the trains 


Mixed moves 

In the budget, the railway minister also 
took some crucial steps. While some of 
the steps were widely accepted there were 
others which some critics did not agree to. 
In order to curb inflation there has been 
about 5% cut in the freight charges of 
petrol and diesel, which went well with 
all. But, at the same time, there was a 
more substantial reduction of up to 6% in 
the freight fares for bulk commodities 
like steel and cement. While the move is 
in line with the general interest of the 
economy, critics argue that the reduction 
in the freight charges, especially in the 
case of steel and cement, was uncalled for 
especially when there is an excess de- 
mand for transportation of these com- 
modities when compared to the number 
of wagons available. So a cut in the freight 
charges would anyway not result in more 
volumes resulting in reduction of rev- 
enues. Notwithstanding, critics say that 
with the cut in the freight charges on 
steel, the railways may not be able to cap- 
ture the increased revenues which would 
accrue as a result of the increased de- 
mand for steel from China for its 2008 
Olympic Games. 

The across-the-board cut in passen- 
ger fares has also aroused mixed re- 
sponse. Cutting the rates of the AC first- 
class and the AC two-tier fares is quite 
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understandable as there was a less than 
targeted passenger revenue from these 
segments due to growing competition 
from the low-cost air carriers. But the cut 
in fares of the already low second-class 
fares was found difficult to digest. The 
fares, apart from being one of the lowest 
the world are even lesser than the bus 
fares. The government defends the move 
28 being a step to tackle some empty 
berths, which is difficult to understand as 
the fares are already the cheapest when 
compared to the other modes of transport. 
The empty berths may have resulted due 
some operational issues rather than 
due to the cost. The railways suffered a 
Iss of about Rs. 7,779 cr in the year 2006- 
07 only out of the passenger segment in 
the non-suburban segment. What this 
means is that the freight charges are sub- 
sadizing the passenger fares. 

The steps taken to increase ameni- 
ties for the passengers, like providing 
cashion seats in unreserved passenger 
compartments, providing additional 
general coaches, concessions for stu- 
dents, providing special coaches for 
handicapped passengers, setting up 
cail center and improving passenger 
amenities in the railway stations are 
all commendable and are a weleome 
step towards making the Indian Rail- 
ways a world-class carrier. 


The bigger picture 

Indian Railways plays a very important 
role in the growth and development of 
the economy, but has to equip itself bet- 
ter in order to plav its role effectively in 
these booming times. As the economay is 
growing, the need for travel as well as 
demand for carrying goods is increasing. 
So, the Indian Railways, being the only 
naticnal rail carrier, has to add capacity 
to match and complement the growing 
economic demands. 

But, the constraints to growth are 
visible. It is interesting to observe that 
though the freight traffic has grown sub- 
stantially, the Rail-coefficient, which 
measures the percentage quantity 
meved by rail cut of production and im- 
ports, has declined for major commedi- 
ties except for coal and cement. What 
this essentially means is that though 
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demand for freight has increased as a 
percentage share of the total freight, the 
railways are losing out to alternative 
transport providers either because of 
non-availability of wagons or due to bet- 
ter service by its competitors. 

What this also means is that the 
growth rate, which would have otherwise 
been much more phenomenal next year, 
is restricted due to the supply side short- 
ages. As a result, projected growth rate 
for the next fiscal year is only around 
11% for freight and around 8% for pas- 
senger traffic. The supply side shocks 
should be addressed quickly by increas- 
ing the investments substantially. 

There has been an increase in the 
annual plan outlay for the year 2007-08 
at Rs. 31,000 cr, which is about 30% 
more than the annual outlay for the year 
2006-07. Now the question arises: Is it 
enough? Much of it would go to increase 
the rolling stock, but the bigger issue of 
increasing the rail links and adding 
more railway tracks to ease the conges- 
tion would be very difficult to address in 
the short-term. These are medium-term 
to long-term projects, and unless they 
are addressed it becomes difficult to sus- 
tain growth and match the growing eco- 
nomic needs. The government, which has 
promised to create dedicated freight cor- 
ridors by the year 2008, should try its 
best to fulfill it. Further, it should see 
that more dedicated freight corridors are 
set up so that more goods are trans- 
ported, quickly. Active public/private 
participation can also be encouraged to 
set them quickly. 

There is also a need to rationalize the 
fares. The freight fares are one ofthe high- 
est in the world and the passenger fares, 
especially in the second-class sleeper, are 
one of the lowest in the world. This puts 
Indian businesses at a substantial dis- 
advantage as the cost of transportation 
occupies a very large portion of the total 
cost of goods sold. The government should 
come up with a long-term plan in order to 
rationalize the fares along global lines in 
a step by step manner. Special attention 
should also be given to China, which is a 
close competitor to India. 

The freight as well as passenger traf- 
fic are only going to increase in the com- 


ing years. According to estimates, the 
Indian Railways would be carrying at 
least 100 metric tons of freight and 
around 8.5 million passengers by the 
year 2011-12. Presently, freight carrys 
about half of that figure at around 50 
million metric tons, and around 6.4 mil- 
lion passengers. Therefore, necessary in- 
vestments should be made to amply 
handle the growing demand. 

As the freight fares are already high, 
the increase in revenues would not come 
substantially out of the increase in fares. 
Rather, it would come out of the increase 
in volumes. Volumes, for which there is no 
dearth, if managed properly, could boost 
the revenues. Shortages, however, exist in 
rolling stocks, locomotives-~both electric 
and diesel, coaches and wagons. 

Like most of the other PSUs, Indian 
Railways might also have to restructure 
itself. It might even warrant a look at the 
organizational structure and work on de- 
centralizing the operations further or 
even centralizing the structure, depend- 
ing on the relative benefits and draw- 
backs. The problem of excessive workforce 
should also be addressed in a phased 
manner. If the railways find retrenching 
the employees then, at least, they should 
work at retraining and making productive 
use of the existing resources. 

There is a need to stress on long-term 
goals. These long-term plans should be 
drawn to address the above-mentioned 
impending issues and also how the 
growth can be sustained as it requires a 
lot of investment in medium to long- 
term projects, which are the specific 
milestones on the journey. Not all can be 
achieved on its own, so active public-pri- 
vate partnership is required. The rail- 
ways can concentrate on the core job, but 
the ancillary services like managing 
cargo terminals, pre- and post-cargo 
warehousing, etc., which are equally im- 
portant in becoming completely logistic, 
can be kept open for private participa- 
tion. Also, the information technology, 
connectivity and use of logistie packages 
would go a long way in offering the com- 
plete solution to the customer.m 


~ D Satish and Siba Prasad Pothal 
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Backed by an abundant and quality engineering workforce, and with 
engineering being the core strength of the Indian IT companies, the country 
is placed well to cash in on the ongoing aerospace boom. 





midst the global civil aviation 

boom and the country's increas- 

ing defense expenditure, aero- 
space outsourcing is emerging as one of 
the key segments in India's outsourcing 
services. Backed by competitive skills 
in engineering services, India is poised 
to become a key outsourcing hub for glo- 
bal aerospace and missile companies. 
The recently concluded Aero India air 
show indicates the growing importance 
of Bangalore's aerospace potential. The 
show, labeled as the largest in South 
Asia, saw more than $1.2 bn worth of 
deals being signed between Indian and 
foreign aerospace firms. 

By outsourcing engineering services 
from low-cost destinations like India, 
the global airline companies will be able 
to reduce the development costs, im- 
prove operational efficiency and boost 
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innovativeness. In today's global airline 
industry, there is a dramatic increase in 
skill-intensive manufacturing and engi- 
neering services, which play a significant 
role in generating this need for 
aerosourcing. The quality-conscious 
multinational companies like Boeing 
and Airbus are looking towards engi- 
neering-rich, IT-savvy countries like 
India to provide the competitive edge in 
the design and development of 
aerostructures. National Association of 
Software and Services Companies 
(Nasscom) predicts, Indian IT firms can 
look at a $1 bn market from the aero- 
space industry over the next 3 to 4 years. 


Booming global aviation 

Global aerospace industry continues to 
evolve and new market opportunities 
are emerging all over the world. This in- 


dustry is changing rapidly and 
unprecedentedly owing to a number of 
factors. According to Global Aerospace 
Market Forecast 2009, Asia would be 
the major driving force in the industry. 
The global aerospace industry has 
achieved the size of $1,330 bn at a 
growth rate of 4.5% and analysts hold 
the view that it can touch $1,380 bn by 
2009. Uncle Sam is the world leader in 
aerospace industry with a market 
share of 40%. India and China will lead 
the aerospace market by providing a 
large number of aerospace products, 
technologies and engineering talent. 


India’s advantage 

Going by the competitive pressures, 
more and more global airline companies 
are looking out for outsourcing in order to 
control costs. Against this backdrop, In- 
dian aerospace and IT companies are 
expecting a big opportunity in offshoring 
aerospace and defense engineering ser- 
vices. India has a tremendous potential 
in engineering services with a highly 
skilled and cheap workforce. Today, en- 
gineering services are not only contribut- 
ing significant revenues but also have 
the ability to put India on the global in- 
novation map. According to Nasscom re- 
port, the global offshore engineering ex- 
penditure is expected to grow to $150- 
225 bn by the year 2020, and India, with 
its talent pool and existing experience 
has the capacity to realize 25% of this 
opportunity. 

With the emerging aerospace engi- 
neering sources, offshore engineering 
has the greatest potential for expan- 
sion and to provide jobs to Indian engi- 
neers. By 2020, these services are ex- 
pected to generate $40 bn opportunities 
for the country. 

Going by the severe supply-demand 
mismatch of engineering talent in the 
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INTERVIEW 


Many aerospace giants are discovering new opportunities or working with Indian 
companies. This not only helps them in tackling the offset rule, but also in realizing 
huge benefits of outsourcing with respect to cost optimization and in terms of high 


quality products and services. 


According to estimates, offshoring Indian aerospace engi- 
neering services has the potential to reach about $4 bn by 
2020. Please Elucidate. 

India enjoys a relatively strong position in the engi- 
neering services market. According to a latest indus- 
try report, the total value of the outsourced market in 
the engineering services, as of today is 
$10-15 bn, out of which approximately 
11% of the pie is shared by India. Going 
forward, the total value of the 
outsourcing work in the engineering ser- 
vices is going to increase to over $150 bn 
by 2020 and India alone is expected to 
share approximately 25-30% of the pie. 
Aerospace is undoubtedly one of the do- 
mains that offers the greatest potential 
for expansion, though it is also one of 
the toughest opportunities to tap be- 





ditionally and they don't require a very high level of 
domain expertise as compared to engineering ser- 
vices. 

At present, there has been a strong trend of prod- 
uct engineering services being outsourced to compa- 
nies like HCL with relevant domain expertise and 
system experience. The trend in the 
past was to outsource non-critical jobs; 
however, given the level of expertise 
achieved by IT firms in India coupled 
with unique business models the In- 
dian firms have started outsourcing 
mission critical jobs as well. For in- 
stance, HCL has the capability to pro- 
vide turnkey solutions in the product 
engineering domain and has got rel- 
evant experience in the aerospace do- 
main by working in long-term partner- 


cause of its close association with the TW! sy Kumar ships with major OEM's and tier-1’s. 
def sector. sident- Global Business » 
2 nois € r4 | | Development, Aerospace Practice, HCL has worked on almost all the sys 
pace industry 1s experi- HCL Technologies tems and subsystems of an aircraft, 


encing an unprecedented boom. airlines 
are buying huge number of planes to ac- 
commodate the ever-expanding demand, and low-cost 
airlines are playing a major role. Additionally, the 
launch of the Indian Government's offset program for 
the commercial and defense aviation sectors clearly 
indicates that a lot of business is coming India's way: 
Many aerospace giants are discovering new opportu- 
rities or working with Indian companies. This not 
only helps them in tackling the offset rule, but also in 
realizing huge benefits of outsourcing with respect to 
cost optimization and in terms of high quality prod- 
ucts and services. 

Currently, a large chunk of contracts in this sector 
is from the IT space but the scenario is rapidly chang- 
ing with more and more engineering deals being 
cutsourced to IT and product engineering solution 
providers like HCL. 

IT deals include development and/or implementa- 
t:on of packages for SCM, CRM, and DW/BI, etc. 
These are the kind cf deals that were outsourced tra- 
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namely Flight Control Systems, Flight 
Management Systems, Flight Warning 
Systems, Cockpit Display and Information Systems, 
Communication Systems, Surveillance Systems, 
Power Systems, Electrical Systems, Cabin Systems, 
GPS Systems, CNS ATM Systems, Aero Structures, 
Fuel Management Systems, etc. working on these 
wide range of systems has given HCL a hands-on ex- 
pertise regarding various mission critical systems for 
instance Collision Avoidance System, Crew Alerting 
Systems, Slat Flap Control Systems, etc. 


What are the major impacts of the global aerospace engi- 
neering market on Indian IT and Indian aerospace engineer- 
ing? 

The major impact of the global aerospace engineer- 
ing market on Indian IT and Indian aerospace engi- 
neering companies would be visible on the strategy 
that the Indian IT and engineering companies fol- 
low. It would stand as a big question in front of the 
Indian companies as to how they have to align their 
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strategy to address the global aerospace market. 
The engagements will see a gradual transition from 
being more tactical in nature to being more strate- 
gic. This, in turn, indicates that the commitment 
and the involvement of the Indian companies in any 
engagement is going to be higher in the current sce- 
nario. Second area of impact would be the engineer- 
ing talent poo! available in India. This will be an- 
other challenge for the Indian firms to position the 
availabie talent pool in the global market in as inno- 
vative way as possible. This means that the compa- 
nies will be focusing on building core system exper- 
tise and being of more value to the market. Compa- 
nies wil! need to create a global delivery model to 
address the upcoming and existing needs of the com- 
mercial and the government sectors. In short, the 
market is going to expect more value addition and 
innovation, the engagements are going to be more 
strategic than tactical in nature, and the talent pool 
needs to be more focused on the core system knowl- 
edge and new technologies. 


What are the challenges faced by Indian aerospace engineer- 
ing and who are the main competitors of India in this sector? 
Some of the major challenges faced by IT firms in this 
sector are: Aerospace firms are reluctant to outsource 
mission critical processes/products that require high 
level of R&D and deep domain expertise. HCL has 
strong focus/capabilities in the engineering domain 
and convincing the customers that HCL can actually 
partner with them to develop mission critical solu- 
tions is a challenge. 

There are various regulations set by the govern- 
ments of the respective countries prohibiting com- 
panies from outsourcing the development of certain 
key technologies; thus, the available opportunities 
that can be outsourced are diminished greatly. 

Aerospace engineering is a highly technical job 
requiring a huge amount of expertise and deep do- 
main knowledge, thus it is difficult to find the cor- 
rect resource pool with relevant expertise in the 
crea. Such resources are expensive and it gets diffi- 
cult to give a high level of cost saving to the 
customer. 

The key concerns/challenges can be considered as fol- 
lows: 

> Domain Knowledge. 

> Workforce Issues (Quality and Quantity). 

» Infrastructure. 

> How to leverage Local Industry and Local De- 
mand - Government should play a role. 

India as a brand. 
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What are the future growth prospects? 

The Indian IT industry has experienced high growth 
in the past many years, as an industry it enjoys huge 
support from the government which is reflected in the 
special privileges granted by the policies of the same. 
The sector has evolved during the years and top In- 
dian IT companies have developed core domain ex- 
pertise. The focus is now shifting from offshoring to 
co-sourcing with more and more mission critical jobs 
being outsourced. 

The deep domain expertise of the top Indian IT 
companies combined with the offset rules means that 
they are very uniquely poised in gain maximum lever- 
age from opportunities in this space, most 
outsourcing opportunities are in the IT and engineer- 
ing space and top Indian companies are well- 
equipped to exploit the same. 

More and more focus is being given on 
verticalization (industry focus approach) with pure 
focus on developing vertical- specific solutions. Aero- 
space, as a vertical, is being focused more than the 
others; especially by companies like HCL who have 
been an early entrant and have reached critical mass 
in terms of delivery and skills in the Aerospace engi- 
neering domain. 

Currently, the opportunities in this space lie in 
engineering service with focus on cost, time to mar- 
ket, productivity, quality, optimizing engineering 
capacity, access to markets, support to end-users, 
etc. 

On the whole, Indian engineering service provid- 
ers have come of age and moved up the value chain. 
From the late 1990s till 2007, certain not-so-chal- 
lenging tasks, such as verification and validation 
(testing of requirements, functions, specifications 
and standards) were being outsourced to India. Now 
the entire life cycle of system design — including cod- 
ing, unit testing and integrated designing—is being 
offered by Indian players. For instance, HCL and 
Boeing share a strategic relationship spanning 
across both engineering and IT services. HCL is the 
preferred vendor for software engineering on the 
787 dreamliner program and we have worked 
with Boeing's leading tier-1 suppliers as part of this 
program. 

Although aerospace core technology outsourcing in 
India is still in its nascent stage when compared to 
auto outsourcing, it is our guestimate that the Off- 
shore Aerospace Engineering Services market is 
likely to be $600-800 mn by 2010 with CAGR of 
around 20%. 
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US and the European Union, backed by 
abundant and quality engineering tal- 
ent, India is well-placed on this front and 
is emerging as the third biggest software 
exporter to these countries. Moreover, 
the engineering workforce salaries are 
very low when compared with Western 
countries, and are about one-fifth of 
those countries. On the other hand, In- 
dian software companies are gearing up 
to cash in on the boom and design air- 
craft, software development related to 
on-board electronic systems such as 
flight control, engine control and ground 
systems like air traffic management, 
etc. These players are well-equipped to 
grab the $8 bn market opportunity that 
is created by the aerospace industry. Al- 
ready, airline majors like Boeing, 
Lockheed Martin Co., and Airbus have 
joined hands with major Indian soft- 
ware companies for the required ser- 
vices. 

The US-based defense and technol- 
ogy company, Northrop Grumman Cor- 
poration has signed a joint venture with 
Satyam Computer Services to jointly 
provide high-end services to the global 
aerospace and defense industry. HCL 
Technologies, India’s fifth largest soft- 
ware services exporter, has more than 30 
aerospace customers including Boeing 
and Airbus to its credit. HCL Technolo- 
gies and Crane Aerospace & Electronics 
signed a deal under which HCL will pro- 
vide engineering services to support 
Crane’s product lines in cabin, landing 
system, sensing and utility systems and 
fluid management across several air- 
craft programs. Recently, a US-based 
venture capital firm Edgewood Ventures 
has signed a joint venture with 
Hindustan Aeronautics to design and 
develop high-tech products in the fields 
of electronics, software, hardware and 
aeronautical systems required for avia- 
tion, aerospace and satellite projects. 
This will set up a manufacturing facility 
of Multi Chip Module Vertical integra- 
tion (MCM-V) and System-in-Package 
(SIP) to create products for customers in 
the defense and space segments. 

India’s software major, Tata 
Consultancy Services has 13% ($40-45 
mn) of its total revenue that comes from 
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aerospace engineering. HCL Technolo- 
gies bagged 6% ($60 mn), which comes 
from aerospace practices. Global airline 
majors are looking at India as a design 
and software hub by bringing their en- 
tire spectrum to the table. Pinaki 
Dasgupta, Global Head, Satyam Aero- 
space and Defense Practice says, 
“Satyam business in aerospace is ex- 
pected to grow at a very fast pace given 
the buoyancy in the global commercial 
aviation, aerospace and defense market. 
The hiring plans would be commensu- 
rate and in guidance to the expected 
growth rate.” 

The Aero India Show of 2007, which 
is organized by the Department of De- 
fense Production, Defense Ministry, 
FICCI and Farnboogh International 
was able to draw the attention of all the 
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big aviation companies in the world. 
Nearly 40 countries, including the US, 
the UK, Israel, Russia, Sweden and 
France participated and around 450 
major companies of India, including 275 
international software companies also 
took part in this show. Indian aerospace 
and IT majors are all set to design new 
aircrafts and make them operational. 

India's opportunity in aerospace in- 
dustry has started off a wave of aero- 
space engineering and design services. 
According to a Chief Official of Northrop 
Grumman, "Indian aerospace firms are 
internationally competitive and cus- 
tomer-oriented. They have the can-do at- 
titude." EADS, a major European aero- 
space company, signed an agreement 
with HAL for long-term cooperation. The 
Karnataka government is going to set up 
a special economic zone, exclusively for 
the aerospace industry. 





Dominating the dragon 
Earlier, China was the favorite hub for 
most of the aerospace companies. But 


Offshoring of Indian engineering services has the 
capacity to create 150,000-200,000 additional 
jobs. India has to develop a multidimensional 
strategy to achieve this goal. 


now, India is the most desirable destina- 
tion for many companies. As the dragon 
has a hazy legal system and the need to 
protect Intellectual Property Rights 
(IPR), it often persuades some western 
companies to refrain from opening new 
branches. India enjoys a certain edge 
over China relating to aerospace indus- 
try because it has transparent and 
equality-based laws, which provides 
greater protection to foreign companies. 
India's well-established business infra- 
structure and proficiency in English, 
which facilitates corporate communica- 
tion, makes western companies favor es- 
tablishing their regional bases here. 


Outlook 
Offshoring of Indian engineering services 
has the capacity to create 150,000- 
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200,000 additional jobs. India has to de- 
velop a multidimensional strategy to 
achieve this goal. It has to build an “En- 
gineered in India” brand. The infrastruc- 
ture creation is another important strat- 
egy to achieve the goal. The quality of 
educational programs should be ad- 
dressed by standardizing curricula, 
training, certification programs, and in- 
vestment in long-term internships. The 
government should introduce and in- 
crease the technical diploma programs 
and allow private investment in aca- 
demic institutions. The government 
should frame policies towards the facili- 
tation of adequate visas for professional 
services. The large imports in aerospace 
defense and utilities should be leveraged 
through offset programs. The most im- 
portant step, however, is that the govern- 
ment should invest in R&D and innova- 
tion because it is the only way to stay 
competitive in the global market. 


- N Janardhan Rao and Pratichi Samal 
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Wall Street on the Back Foot? 


SUE 
f 
a. 
s 
SÉ 
g 
iB 
Ne 

" 








Blame it on rising costs, attributed to Sarbanes-Oxley Act (SOX), and 


increased competition from rival foreign exchanges, which have Wall Street 


on the back foot. 





Recently, in the wake of new, height- 
ened regulatory and listing requirements 
jor all public companies in the US, we 
have witnessed changes in IPO activity. 

—Henry Paulson 
US Treasury Secretary. 


recent report by the global 
consultancy firm, McKinsey, la- 
ented that a number o? US 


firms, big and small. are increasingly 
preferring overseas bourses— notably 
Lcndon—over domestic exchanges like 
New York Stock Exchange (NYSE) so as 
to avoid having to dea! with the dreaded 
Sarbanes Oxley Act, 2002 (also referred 
to as SOX), which came into existence in 
the wake of accounting scandals involv- 
ing high-profile firms like Enron. “Over 
the first 10 months of 2006. the US ex- 
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changes attracted barely one-third of 
the share of Initial Public Offerings 
(IPOs) measured by the market value 
that they captured back in 2001, while 
European exchanges increased market 
share by 30% and the Asian exchanges 
doubled their share", highlighted the 
report by McKinsey. The draconian SOX 
laws have proved to be too scary for com- 
panies, small and big alike, as they find 
it hard to comply with a set of rules 
which are not only complex but also 
make a big hole in their balance sheet. 
This has seen Wall Street, the world's 
financial capital, increasingly losing its 
prime status to the uprising financial 
markets of London and Hong Kong. 
Indeed, if a section of analysts' worry 
is to come true, the financial markets of 
London and Hong Kong are snatching 


away Wall Street's dominance as the 
sole destination of IPOs, as well as pos- 
ing intense rivalry in the field of deriva- 
tives. With financial services represent- 
ing 8% of the US Gross Domestic Prod- 
uct (GDP) and more than 5% of all the 
US jobs, analysts fear that such a mi- 
gration of IPO will not only lead to a fall 
in revenue from other financial services 
of the economy but may also swipe away 
more and more high value-added finan- 
cial services jobs abroad. 

The joint study report, titled “Sus- 
taining New York's and the US' Global 
Financial Services Leadership" by 
McKinsey & Co and New York City Eco- 
nomic Development Corporation 
(NYCEDC), reveals that the threat is 
for real and is a serious one. It noted 
that the US bourses' share of global 
IPO market came down significantly 
from a lumpy 57% in 2001 to an alarm- 
ingly paltry 15% during the first 10 
months of 2006 as more and more com- 
panies shifted their IPOs to bourses in 
Asia and Europe, whose shares (of the 
IPO market) rose from 10 to 22%, and 
33 to 63% respectively during the same 
period. In fact, the first 11 months of 
2006 saw record IPOs across the global 
financial markets with Europe, Middle 
East and Africa (EMEA) stealing the 
show by accounting for 42% of the total 
IPOs raised during the period; followed 
by Asia-Pacific (34%) and North 
America (20%). According to the global 
research and consultancy firms E&Y, 
Dealogic and Thomson Financial, glo- 
bal IPO activity soared to a record high 
of $227 bn in 1,559 new deals in the 
first 11 months of 2006, as against 
$167 bn in the whole of 2005. Among 
the largest IPO was the one from 
China’s ICBC, which raised about 
$22 bn through Hong Kong Stock 
Exchange (HKSE) followed by Bank of 


Chartered Financial Analyst 


to. 0 mage ^, se lub did UO o-—— c-— —;gpo—— o 


Go to www.sbtonline.in and click. Be assured, 
It would be as easy as a pleasure trip. 





'A Long Tradition of Trust’ 


HO : Poojappura, Thiruvananthapuram. www.statebankoftravancore.com 


Corporate customers can avail a separate package of services. 


| usatinbGsbt.co.in or call usat 0471-2358582/83. Toll free number 1800 425 5566 


Financial Markets 
ee eee 


— 
| Billion-dollar Play | 
Number of IPOs valued at aver $1 bn 








D — —À 


Source: Dealogic; year-to-date data compiled as of 11/02/2006 


China, which raised about $11 bn (Hong 
Kong exchange), and Russian energy 
group Rosneft (810 bn through London 
Stock Exchange). The HKSE emerged 
as the world's number one bourse with 
17% of the total capital raised world- 
wide, followed bv LSE (15%), and 
NYSE (11%). Moreover, from 2002 to 
2005, London's financial services 
workforce grew by 4.3%, while New York 
City’s fell by 0.7%, hence putting Lon- 
don with the industry force of 318,000 
jobs at par with New York's 328,400 
jobs. Though the business community 
hes figured out the complex legal and 
regulatory environment offered by the 
Serbanes-Oxley Act, 2002, as the prime 
reason for the shift, the McKinsey study 
along with two other surveys point to glo- 
balization, technological innovation, and 
fast growing emerging markets as being 
behind it. However, despite the US 
President’s confessian that “Excessive 
litigation and overregulation threaten to 
mzke our financial markets less attrac- 
tive to investors, especially in the face of 
rising competition from capital markets 
abroad”, the US is unlikely to remove 
Sarbanes-Oxley Act for the fear of an- 
other Enron-like scandal. 


The SOX shock 


Many market analysts say that exces- 
sive regulation is making the US an un- 
attractive place to sel] new stocks. This 
is true not just for smaller companies in 
the US, which are increasingly favoring 
London's Alternative Investment Mar- 
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ket (AIM) over NASDAQ, but even for 
the big private equity firms, which pre- 
fer to list on the European exchanges. 

The higher cost of compliance puts 
US bourses in a disadvantageous posi- 
tion. For instance, other countries that 
have adopted a variant of the law re- 
quiring an auditor’s evaluation of 
management’s report have made some 
changes in a manner that make it far 
less costly. A study done by McKinsey 
reveals that underwriting fees for non- 
domestic listings were 5.6% in NYSE 
and 7.0% in the NASDAQ compared 
with just 3.5% on London’s main mar- 
ket. Timothy Trankina, President and 
Founder, Peach Holdings, a Boynton 
Beach, Florida-based company, ob- 
serves: “It would cost us as much as 
$3.5 mn a year to comply with the vigor- 
ous reporting requirements in the US. 
For a $100 mn company, that’s 3 to 4% 
of gross revenue.” David Chavern, Se- 
nior Vice-President at the Washington- 
based US Chamber of Commerce, 
warns, “The real worry is that if going 
public in the US means you are subject 
to Sarbanes-Oxley and large securities 
class-action suits, then it makes it 
harder to raise capital.” 

However, others like Rob Nichols, 
President of the Financial Services Fo- 
rum, feel that “It would be disingenuous 
to link IPOs to Sarbanes-Oxley exclu- 
sively”. There are other theories doing 
the rounds as well. John Silvia, Chief 
Economist at Wachovia Corp., thinks 
that the US now gets a taste of its own 
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medicine: Globalization. As the finan- 
cial markets outside the US such as 
Europe and Asia are growing faster, in- 
ternational IPOs, which are until now 
cramped in fear of SOX, have found a 
new route. Especially, the financial 
markets like London and Hong Kong 
are becoming large and liquid enough to 
attract significant international invest- 
ments. This is reflected in the figures. 
For instance, since the beginning of 
2005, only three of the world's 20 larg- 
est IPOs were linked to the US issuers, 
among which only one, MasterCard, 
found a place on a US exchange. "The 
NYSE (NYX) just isn't the de facto 
choice anymore," said Alec Young, Glo- 
bal Equity Market Strategist at Stan- 
dard & Poor's. True, the growth rate of 
capital markets' revenue in the Euro- 
pean Union at 20% clearly outpaces US 
(with 7%); and a low penetration of rev- 
enue to GDP for these regions signifies 
enormous potential. 

Besides, removal of geographical bar- 
riers within the European Union, on one 
hand, and the growing Chinese economy, 
on the other, are making non-US financial 
markets more vibrant and dynamic with 
many big-ticket Chinese IPOs coming in. 
Hong Kong Exchange benefitted from this 
as during the first 10 months of 2006 
majority of the [POs came from mainland 
China. Europe too gained over the US as 
during the same period the value of IPO 
transacted in Europe was 270% higher 
than the US. David C Ryan, MD and Co- 
head of the Financing Group of Goldman 
Sachs in the Asia/Japan, feels that in the 
long-term Asia poses bigger threat than 
Europe to the US. He says, “Historically, 
companies doing large capital raises have 
often chosen to list in London or New 
York. This was in part driven by a concern 
that there was insufficient liquidity in 
Hong Kong coupled with the branding ap- 
peal associated with an international 
listing. Increasingly, issuers are becom- 
ing comfortable with the idea that big 
deals can be done exclusively in Hong 
Kong without the need to list elsewhere”. 

The McKinsey report suggests that 
technological advances in communica- 
tion infrastructure are growing at such 
a pace that mutually they ensure real- 
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INTERVIEW 


The US usually leads the world in either the number or value of IPO offerings, and in 


2006 for the first time Europe was No. 1 in both categories. 


The report generated by McKinsey & Co. and 
other research firms warns that IPOs are drifting 
away from Wall Street due to the complexity 
[arising] from Sarbanes-Oxley Act (SOX). What 
is your view on this? 
Alexandra Reed Lajoux: The IPO drift 
is indeed occurring, but only relative to 
other markets (not to past US periods); 
furthermore, the drift is temporary. 
When you say that “IPOs are drifting 
away from Wall Street," you are saying 
that corporations today are less likely 





2001 the year before the passage of 
Sarbanes-Oxley —and largely before the 
December 21, 2001, bankruptcy filing 
that precipitated Sarbanes-Oxley. Note 
that IPOs began to recover in 2004, the 
very year when the worst woes of 
Sarbanes-Oxley were being felt (in appli- 
cation of Section 404). So Sarbanes- 
Oxley cannot be a primary cause here. 
Returns in 2000 were negative (-18% 
for total returns and -38% for aftermar- 
ket returns) and this is the main reason 


than they were in the past to list equities vn ef Kn sce e IPOs dropped in 2001. 
on US exchanges than on exchanges in National Association of Corporate It's also notable that the US sources 


other countries. This is true. According to 
the McKinsey report, the US usually 
leads the world in either the number or 
value of IPO offerings, and in 2006 for the 
first time Europe was No. 1 in both categories. 

This said, it is notable that the overall level of US 
IPOs has risen in recent years and remains strong this 
quarter (Q12007). 

Here are the annual IPO totals in the US, according 
to Renaissance Capital's IPOhome.com 

The number of US Sy IPOs dropped auring 
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of financial capital are not monolithic. 
They include commercial bank lenders, 
venture capital investors, investment 
banks organizing securities offerings for 
sale to the public, and most important, the ultimate 
buyers of public and private securities offerings). These 
continue to be receptive to true corporate values. The 
McKinsey report you cite raises an alarm bell not for 
companies in need of capital, but rather for capital pro- 
viders in need of customers. The title of the McKinsey 
study was Sustaining New York's and the US' Global 
Financial Services Leadership. McKinsey & Co. con- 
ducted it for New York Senator Charles E Schumer and 
New York Mayor Michael R Bloomberg. The study found 
that the US has a declining share of the global market 


time interactions and transactions pos- 
sible and affordable from virtually any- 
where. It says that together these forces 
of economic, financial, trade and techno- 
logical evolution and their interrela- 
tionships are preparing a competitive 
playing field between the US and the 
rest of the world as well as reducing the 
necessity of having a major financial 
center like New York physically. 


The after-effects 

The IPO drifting not only trims down 
the international importance of 
America's capital market, but also 
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seizes away more white-collared jobs, 
as the McKinsey report sees a trend 
among the US-headquartered firms 
shifting leadership of certain corpo- 
rate and investment banking busi- 
nesses from New York to London. 
Quoting Financial Times, the report 
refers to Goldman Sachs which has 
set up a New York like office in Lon- 
don. Given the enormous importance 
of financial services sector for the US 
economy, where one in every 19 jobs 
belongs to financial sector, the study 
notices that, of late, the US firms are 
increasing headcount in their London 


office, while keeping their headcount 
in New York at the same level. The re- 
port forecasts that if the trend per- 
sists, the US will end up losing bil- 
lions in revenues from financial ser- 
vices — nearly between $15 bn and $30 
bn annually by 2011. In turn, those 
revenues could be translated into a 
lumpy 30,000 to 60,000 jobs, if re- 
tained. Experts say that what re- 
strain the US financial services firms 
not to be able to attract and retain 
highly skilled professionals are the 
caps on the number of visas available 
under US immigration rule. Feeling 
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for initial public offerings. It also documents declines in 
other financial services, including bank loans, and 
stocks and bonds, and derivative financial instruments. 

This is of great concern to New York City (Wall 
Street) but it is of less concern for the US economy in 
general, as new providers of capital are always spring- 
ing up, and growing through internal expansion, or, 
more often, threugh mergers and acquisi- 
tions. 

Tamar Frankel: Many have argued 
that [POs have migrated abroad because 
the costs imposed by the Sarbanes-Oxley 
Act. Yet, how beneficial is this flight for 
the issuing companies? Companies that 
issue their stock for the first time are usu- 
ally more risky than companies that have 
a proven publie record. What signal do 
these companies send to investors? How 
will escape from regulation affect the 
price of their stocks? There are markets 





beginning of 2007 have remained in the US. So we 
should wait and see. 


Apart from the complex legal and regulatory requirement of 
SOX, what other factors are leading to this IPO migration to other 
countries? 

Alexandra Reed Lajoux: First, I would not character- 
ize SOX as having “complex legal and 
regulatory requirements.” The require- 
ments are not particularly complex. The 
only truly “complex” part was Section 
404 and with its proposed Standard 5 
(replacing Standard 2, already greatly 
clarified) the requirements of Section 
404 are reduced to almost a common 
sense approach to risk oversight. The 
real problem with SOX is the “tinderbox” 
affect it has when combined with the liti- 
gious US environment. We have an ac- 
tive, well-organized plaintiffs bar with a 
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stocks be traded? 

Assuming that these issuers save a 
number of dollars by moving outside the US, do these 
issuers know the cost of their migration? What other 
and different constraints will be imposed on them in 
foreign countries? These constraints may not be formal 
as in the US and may not be even specified. They may 
relate to culture and understandings and expectations 
that are not clear until one experiences them. Thus, the 
issuers might be losing more than they think when they 
go abroad. They might discover the losses later, after 
the issuance of the IPOs. Who knows; they might be 
drifting back to the US. It seems that the IPOs at the 





corporation. Although institutional in- 
vestors by and large show good con- 
science in the lawsuits they pursue against corpora- 
tions, the same cannot be said for the class action suits 
that are ginned up by plaintiffs attorneys just waiting 
to sue over a decline in stock price, alleging financial 
misstatements in IPO or second offering registration 
statements. Lawsuits under Section 11 of the Securi- 
ties Act of 1933 are particularly troublesome because 
plaintiffs do not have to prove any fraudulent intent. 

Tamar Frankel: I believe that one of the main factors 
leading to IPO migration is globalization of the mar- 
kets. Sarbanes-Oxley may play a role, but not the only, 


the talent crunch in the country, 
Michael Bloomberg, the New York 
City Mayor and one of the core sup- 
porters of Sarbanes Oxley Act, com- 
ments, “While we undertake educa- 
tion reforms to address the fact that 
fewer American students are graduat- 
mg with the deep quantitative skills 
necessary to drive innovation in finan- 
cal services, we must also address 
US immigration restrictions, which 
are shutting out highly-skilled work- 
ers who are ready to work but increas- 
ingly find other markets more invit- 
ing. The European Union’s free move- 
ment of people, for instance, is at- 
tracting more and more talented 
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people to their financial centers, par- 
ticularly London". 


Making merry 

Despite talks of IPO slowdown on 
Wall Street, the US financial firms 
continue to make merry, thanks to 
higher fees and commissions. The 
New York-based financial firms like 
Citigroup Inc., Goldman Sachs, Mor- 
gan Stanley, JP Morgan Chase, and 
Merrill Lynch have collected more 
fees from underwriting securities 
and advising on mergers and acquisi- 
tions in 2006 than any other firms. 
While investment banks worldwide 
collected $71 bn in fees from M&As 


and underwriting in 2006, these five 
US firms made more than $60 bn in 
net income raising the US invest- 
ment banks' share in international 
IPOs at 31%. Such a trend stems 
from the fact that of late emerging 
markets across the globe are contrib- 
uting to the increase in IPO activity 
and the presence of the US financial 
firms in such locations have meant 
that they continue to be a part of the 
global IPO party. Tamar Frankel, a 
Professor at Boston University, 
avers, "If revenue goes down here, it 
goes up elsewhere". “They can even 
use it as sales pitch: We'll give you 
the IPO without the Sarbanes-Oxley 
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and perhaps not the main role. There are now places in 
the world, which are becoming attractive homes 
for IPOs especially if they lead to large investors’ mar- 
kets (e.g., the UK and the European markets). Hence, 
the competition of such marketplaces may impact 
the hegemony of the US more than, or as much as, US 
regulation. 


What impact it will have on financial community, especially in- 
vestment bankers? 
Alexandra Reed Lajoux: Capital providers in the fi- 
nancial community, including investment bankers, ex- 
ists because companies that provide goods and services 
need them as sources of capital. As long as companies 
are abundant and healthy enough to receive and repay 
capital, the financial community and investment bank- 
ers will thrive. The most important thing is to make 
sure that the rules of the game are fair for all—one good 
reason to continue so-called “tort reform” to 
reform private securities litigation in the US. (By pri- 
vate securities litigation I mean lawsuits by investors 
as opposed to lawsuits by regulators). 
Tamar Frankel: Wall Street investment bankers 
hardly lose from the migration of some IPOs abroad. 
The number of these investment bankers is relatively 
small and they are large and prestigious. These firms 
have been operating all around the world for many 
years. Whatever underwriting is not done in the US, 
they will perform in other countries and on other ex- 
changes. Investment bankers have set up larger offices 
abroad have gleaned enormous profits during the mi- 
gration period. For example, Goldman Sachs was tre- 
mendously profitable during the past year. Migration 
did not hurt it. 

In addition, the New York Stock Exchange and other 
US marketplaces are combining with exchanges and 


markets abroad. They might gain rather than lose from 
the migration of IPOs. It may well be that as markets 
become global IPOs will move from the US to other mar- 
kets and exchanges, regardless of the Sarbanes-Oxley 
Act. 


What kind of relaxation in Sarbanes-Oxley regulations do you 
believe can address the problem? 

Alexandra Reed Lajoux: I do not believe it is neces- 
sary to relax Sarbanes-Oxley. There is one small regu- 
lation that came out of Sarbanes-Oxley that should be 
changed. I do not believe that audit committees of com- 
panies listed on the New York Stock Exchange should 
have to bear responsibility for oversight of legal com- 
pliance. I believe boards should have the ability to as- 
sign this to another independent committee of the 
board, such as a compliance committee, if the board so 
chooses. 

Tamar Frankel: I have published an Essay in the 
Business Lawyer, November 2007. The Essay outlines 
two basic problems with the Sarbanes-Oxley Act. First, 
the Act imposes on honest corporations requirements to 
restructure only in one way. But honesty can be achieved 
in more than one way, depending on the history, culture, 
personality and business of the enterprises. Changing 
one honest habit for another honest habit can be very 
costly. Every change of engrain habit to another habit is 
costly. I believe that the Act has gone too far in imposing 
a “one size fits all” in regulating the internal structures 
of corporations. 

Second, the Act has given accountants an enormous de- 
gree of power to shape and reshape corporate accounting 
systems. Accountants can be very costly if there is no 
limit to the changes they can make year after year. Ifthe 
corporation faces a new design and rules each year it 
must also pay accountants for a new design. 


requirements, wherever you want it,” 
she suggests. 


Wall Street — Will it regain the 
sheen? 

Throughout 2006, analysts and indus- 
try experts have suggested that the 
Securities and Exchange Commission 
(SEC) and the Public Company Ac- 
counting Oversight Board (PCAOB) 
should take necessary steps, includ- 
ing simplification of reporting proce- 
dures, easing immigration restric- 
tions facing skilled non-US profes- 
sional workers, implementing the 
Basel II Capital Accord, modernizing 
financial services charters and hold- 
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ing company structures and relaxing a 
bit of Section 404 (which requires 
management to do its own assess- 
ment of internal controls as well as it 
asks for an auditor’s evaluation of 
management's assessment) for the 
small companies. On their part, the 
SEC and PCAOB have decided to 
amend some portions of the Act, which 
comprises providing additional guid- 
ance for management on how to com- 
plete its assessment of internal con- 
trol over financial reporting; 
commission’s oversight of the 
PCAOB’s inspection program on 
whether auditors have achieved effi- 
ciency in cost saving while following 


PCAOB guidelines; Extension of 
Compliance for Non-Accelerated Fil- 
ers as well as a revision to its Audit- 
ing Standard No.2, ranging from seek- 
ing to ensuring the auditors focus dur- 
ing integrated audits on areas that 
pose higher risk of fraud or material 
error; incorporating key concepts con- 
tained in the guidance issued by the 
PCAOB on May 16, 2005; and re-ex- 
amining and clarify what, if any, role 
the auditor should play in evaluating 
the company’s process of assessing in- 
ternal control effectiveness. Besides, 
the proposed NYSE-Euronext merger 
and NASDAQ's bid for London Stock 
Exchange is thought to be derived 
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But otherwise, the Act should remain on the books and 
the supervision of the accounting profession as well as 
the prohibition on combining accounting and consulting 
practiced should remain in full force. 


Other than easing of the legal regulations what are the measures 
should be taken to bring IPO back to Wall Street? 
Alexandra Reed Lajoux: We need to take on a hard 
look at private securities litigation in the US. In par- 
ticular, we need to remove any opportunities for the 
plaintiffs bar to sue officers and directors following a 
decline in share price unless fraud can be found. Stan- 
dards of qualification for litigants under Section 11 of 
the Securities Act in particular must be changed. The 
Private Securities Litigation Reform Act of 1995 made 
some progress on this front with respect to securities 
litigation in federal courts, but it did not address the 
situation in state courts. 

Tamar Frankel: No steps should be taken to bring IPOs 
back to the US. Let the issuers find out what a new envi- 
ronment brings with the freedom from a US regulation. 
They might discover that the *devil they know" is better 
than the devil they do not know. Regulation designed to 
strengthen public trust in the market and in the issuers 
may be missing in some countries, and public reaction 
may be different than expected. The new IPOs that went 
abroad may be the means for the US investment banking 
and its model to spread around the globe. 


Future Outlook 

Tamar Frankel: Global markets require global and 
more uniform regulation. Otherwise the investors' cost 
and level of risk in some markets would be too high, and 
experience will teach investors to drop out. This is the 
trend. Today, regulators consult each other more often 
and more closely than before. They seek to unify rules and 


ways they regulate to achieve the same goals. This unifi- 
cation is a condition to global markets and the migrating 
IPOs may be the robins— the first birds to contribute to 
globalization. Besides, the US has given much to other 
countries, and as far as I know, has never regretted it— it 
has always received tenfold back. From satellites to the 
Internet and the Marshall Plan after the Second World 
War, which helped build Germany, America has offered 
much and received much. It may well be that the migrat- 
ing IPOs will not deplete America's large and thriving 
securities markets but enrich them, helping create net- 
works of underwriters and financial centers around the 
world. These might compete and at the same time 
complement each other. When a country with a large 
population learns how to ensure public trust and bring 
small investors into its financial markets, it will seek to 
learn from the US issuers and from Wall Street experts. 
They in return will benefit. 

As to regulation, the US has long imposed fairly 
striet regulation while encouraging the growth of the 
markets. Much of its success was built on the honesty 
and integrity of its issuers and financial system. If 
Sarbanes-Oxley Act has overreacted to fraudulent 
management practices, its impact and memory will 
hopefully stay and have an impact. In the long run, 
things would adjust, if the regulatory reaction was too 
extreme, it will mellow. But I hope that the adjust- 
ment would not come because some IPOs have gone 
abroad, and even because others will follow. I trust 
that the adjustment will come when the regulators 
and Congress are convinced that the regulation has 
reached too far, and decided to change it on the merits. 
America will survive the migration of IPOs but its 
markets will have a harder time flourishing if inves- 
tors lose trust in the system because the regulation 
was too lax. 


from such concern, aiming at recaptur- 
ng some of the institutional and pub- 
lic issuance business they recently 
lost. Along with other eminent person- 
alities in the board, Christopher Cox, 
the Chairman of the SEC, thinks that 
those steps are "Designed to further 
improve the reliability of financial 
statements and to better protect 
investors while making the 
Section 404 process more efficient and 
cost-effective". 

However, Cox also observed, 
“While competitors in other countries 
ere using Sarbanes-Oxley as a reason 
for foreign companies to list in their 
jurisdictions, many of those same 
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countries are adopting provisions of 
the Act as part of their own regulatory 
regimes", which signifies the enor- 
mous importance of the Act as a glo- 
bal standard for company auditing. 
However, Tamar Frankel feels, “The 
adjustment would not come because 
some IPOs have gone abroad and even 
because others will follow". 

Whatever it is, one thing is for sure 
that Wall Street badly needs to regain 
its lost glory. There may be some 
hopes going by a section of experts who 
believe that globally such stringent 
rules are going to be followed one day 
or the other, so as to shut the door on 
erring corporates and auditors. Ernst 


& Young's Global IPO survey 2006, 
predicts that with the consolidation 
among global stock exchanges in pro- 
cess and with the advent of European 
regulations for corporate auditing, the 
ongoing year will see a significant 
change in SOX reporting standard to 
address the current IPO flight. Let's 
hope so. However, it needs to be em- 
phasized that more than the exchange 
glory, the focus on the part of regula- 
tors and policy makers, globally, 
should be on protecting investors' in- 
terest over everything else.m 


- Amit Singh Sisodiya and Madhuparna Chakraborty 
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The oldest media organization, which revolutionized the media world, is 
now facing daunting investment challenges along with the demands of the 
digital age and a fiercely competitive globalized media environment. 


he world’s largest public-service 

broadcaster. BBC, which began 

international broadcasting 
more than 70 years ago, has a record 
weekly global audience of 163 million. 
I: is now facing an era of austerity 
igainst the challenges of frail finances, 
'ssentiallv required for creating the 
fantastic content that its customers 
and audiences expect. The ongoing digi- 
tal revolution is challenging the busi- 
ress models which had been adopted by 
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the BBC for so many years. After seven 
years of funding which has grown in real 
terms, it is now facing daunting invest- 
ment challenges in distribution, infra- 
structure and technology that risk di- 
verting money away from content cre- 
ation. Besides, BBC’s current vertically 
integrated structure is very large and 
the wholly state-owned entity is no 
longer in a position to serve the best in- 
terests of the organization. 

The UK government spent around 
$5.9 mn „on the broadcasting com- 


pany in the financial year 2006 
to invigorate it to stand the 
competition around. Al- 
though for the 
next 10 
^4 ^ in, ae? 


years its position looks secure, BBC 
has been arguing that public funding 
should continue to support it. However, 
after a heated debate, the government 
renewed its financing for the next de- 
cade with an enforced flat "TV license" 
on all households with televisions. 
BBC, which has been the cornerstone of 
the world media system, has been 
forced to accept a below-inflation in- 
crease in the license fee over the next six 
years. Gordon Brown, the Chancellor of 
the Exchequer, blocked the 
corporation's demand for increasing the 
£131.50 license fee by 2.3% above infla- 
tion, taking it to £180 by 2014. The 
broadcaster will receive £2.5 bn less 
than it had hoped for, over the next six 
years. The staff union of the corporation 
threatened to strike after this 
deal. This has come as a 
blow to BBC, which is al- 
ready facing high costs 
due to digital television. 
On the other hand, 
BBC is the dominant 
source of in-depth news 
E and the most reliable 
provider of quality 
programs, but the 
rapid changes in 
technologv and con- 
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turning away its audience. During the 
1980s, the BBC dominated the market 
share of 47% television viewing, which 
has slipped today to a shocking 33%. In 
fact, for all its TV channels, the market 
share is fast declining. Michael Grade, 
Chairman of BBC, resigned on Novem- 
ber 28, 2006. Michael Grade has now 
joined as Executive Chairman of ITV, 
which is believed to be the traditional 
rival of BBC. The Director-General of 
BBC, Mark Thompson, declared, “We 
now face not just a tight settlement, but 
daunting investment challenges in dis- 
tribution, infrastructure and technology 
that risk diverting money away from 
content creation.” The public service 
broadcasting is facing a serious debate 
after it accepted a below-inflation in- 
crease in the license fee at a time when 
digital technology is shaking up the me- 
dia world. 


Economics of content creation 

In the ever-changing technological ad- 
vancement, the dynamics of the content 
market are rapidly changing in ways 
which, by no means, always favor the 
broadcaster. So, the competition is 
heating up among the TV channels. A 
survey done by Ofcom, the independent 
regulator and competition authority for 
the UK states, “Young people are aban- 
doning public-service programs. In 
2001, people aged between 16 and 24 
spent 74% of their viewing time watch- 
ing channels such as the BBC and 
Channel 4. However, in 2005, they 
spent only 58% of their time on the 
same channels.” From the 1970s to the 
1990s, for instance, acquired US pro- 
gramming was a money-spinner, par- 
ticularly for Channel 4. It was typically 
very cheap to acquire, the market was 
limited, and drove very valuable young 
and upmarket commercial impacts. 
This is no longer the case. Though the 
programs are attracting viewers, the 
margins are very thin. Be it the com- 
mercial environment, the subsidized 
theater or BBC, the successive creative 
managers have always feared threaten- 
ing signals like the downward spiraling 
creative investment, falling audience 
engagement, reduced institutional con- 
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fidence, and falling revenue. All these 
are leading to further cuts in creative 
investment. 

Michael Grade emphasizes, “De- 
spite ITV's recent difficulties in the ad- 
vertising market, a strong program 
budget is an essential prerequisite to a 
creative revival at the network.” Mark 
Thompson, Director-General, BBC, 
says, “You can see the same effect today 
in competition for key talent, especially 
in entertainment, and even in strong 
formats. In recent months, some broad- 
casters have been so desperate for 
more-or-less instant hits that, rather 
than the relatively economical but 
time-consuming business of developing 
projects from scratch, they've been out 
in the market trying to acquire pro- 
grams which are on the eve of produc- 
tion." He further adds, *People who are 
not close to the industry might well as- 
sume that the BBC is immune from 
these effects. After all, we're not com- 
peting for the most valuable commer- 
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cial impacts. For instance, every viewer 
or listener is worth exactly the same to 
us economically as every other one." On 
the whole, BBC's economies of scale and 
scope are now overshadowed by 
diseconomies. 


commercial concerns. 


The funding dilemma 

UK's Broadcasting Policy Group (BPG) 
believes that license fee funding is the 
root of many current concerns of the 
world's most important broadcaster. It 
says, "The ceiling imposed on the li- 
cense fee by political acceptability will 
gradually cause the corporation to fall 
behind rivals. Further, it will also be 
denied access to the capital markets as 
dependence on license fee leaves BBC 
at the mercy of the government, which 
sets its level." BBC, as a public service 
broadcaster, was intended for public 
benefit rather than for purely commer- 


BBC, as a public service broadcaster, was in- 
tended for public benefit rather than for purely 


cial concerns. The UK government spent 
more money on the BBC than any other 
country in the world. Among the devel- 
oped countries, Britain is the second to 
Germany, which spends a large amount 
of its GDP on broadcasting. BBC is di- 
rectly funded by levying television li- 
cense fees. Even after enforcing a flat 
"TV license" on all households with 
televisions, BPG predicts, “the license 
fee will, in any case, become a less reli- 
able source of funding in future because 
the proliferation of television channels 
will inevitably reduce BBC's audience 
share, while technological change will 
challenge the very idea of what consti- 
tutes a television set." 


Mushrooming channels: A 
looming threat 

In this new multi-channel era, hun- 
dreds of new channels—launched on 
satellite and cable platforms—like 
CNN International, France24, Al- 
Jazeera and many other American and 
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European channels have come to chal- 
lenge the monopoly of BBC in a big way. 
Al-Jazeera is the first Arabic Channel 
to provide extensive live news coverage 
all over the world. It also started dis- 
cussion programs which looked at is- 
sues from different perspectives and of- 
ten raised subjects that had previously 
been taboo. It sends its reporters to in- 
credibly remote and politically volatile 
places like Israel, Afghanistan, etc. 
According to Ofcom, "TV reach fell 
among the older generation by 1.9%. 
The percentage of poor and less edu- 
cated viewers are also declining." Media 
experts are of the view that “the main 
reason behind this situation is more 
taxes in the form of license fee. The 
young generation has grown up in Sky's 
multi-channel and pay-TV environ- 
ment, so they don't find any reason in 
paying the license fee for a service which 
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could be supported by advertising. BBC 
is losing its audiences also because of 
the changing media habits of audiences 
and extensive use of Internet". 

Michael Jackson, the former head 
of Channel 4 judged BBC as *A redun- 
dant piece of voodoo”. This was echoed 
by critics who also opined that BBC 
fails to attract the younger generation 
because its programs are not rebel- 
lious and questioning. Kevin Lygo, the 
Director of Channel 4 commented 
about BBC, “It is full of integrity and 
truthfulness; but also safe, respectful, 
backward-looking and all about heri- 
tage.” BBC has tried to attract audi- 
ences by broadcasting high-minded 
populist programs. But modern tech- 
nology, which has increased consumer 
choice, is complicating this task The 
market share of BBC has also declined 
because various new channels are 
available at a low-cost. 


Survival strategies 

Public service broadeasting must not 
allow withering and dying as multi- 
channel consumer choice takes off. This 
is the message from the latest National 
Consumer Council report. It is true that 
new technology makes life harder for 
BBC, but on the other side, it also offers 
tremendous opportunities to improvize 
itself. It already has 10 digital channels 
and a website with 6 million viewers. 
Now it has started an *on-demand" 
television where everything that it has 
ever aired will be available on the 
Internet. BBC will introduce its 
“iPlayer” service; this will allow the 
viewers to catch up on the recent TV pro- 
grams they missed. 

BBC Worldwide, which is the main 
commercial branch of BBC and contrib- 
utes a large amount to the total rev- 
enue, is now planning a new global net- 
work of production studios that will al- 
low BBC to sell programs made for 
overseas markets to the commercial 
media firms around the world. The cor- 
poration can sell its programs directly 
to its foreign consumers through the 
Internet in the near future. BBC’s plans 
to launch programming for local com- 
munities—which it calls Ultra Local 
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Television—is seen as a threat by local 
newspapers and radio stations. Th- 
ompson, Director of BBC, says, "BBC is 
looking at developing subscription 
products that could be sold overseas. 
The website of BBC, which is lavishly 
financed, is making life harder for 
online newspapers. The commercial ri- 
vals of BBC, ITV and BSkyB are scared 
that the market could be still born if 
BBC sends out thousands of hours of 
free archive content." 


"Digital Britain", key to BBC's 
future 

The UK government has published a 
white paper on the future of BBC, an 
organization described as *unique" by 
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the Secretary of State for Culture, Me- 
dia and Sport. It has been associated 
with television and radio channels and 
produces in return for a license fee, 
which must be paid by almost everyone 
watching television and listening to the 
radio in the UK. However, the media 
house is no longer confined to these 
segments and expanding beyond the 
outlines that “Entertainment” is key 
to its future. The report says, "In a 
fairly typical family; the parents watch 
television regularly, but the children 
tend to gravitate towards games and 
digital media, only occasionally turn- 
ing to TV for specific programs. As 
technology attracts television viewers 
away from their sets, more ways of de- 
livering BBC's content are being inves- 
tigated, from TV on phones to 
downloadable media." The media ma- 
jor appears to be moving into games as 
part of their “Digital Britain" initia- 
tive—under the banner of "interactive 
and Web-based services", games. Ex- 
perts say, the new initiatives provide 
an opportunity to try new directions in 
storytelling and gaming and, going 


BBC is looking at developing subscription prod- 
ucts that could be sold overseas. The website of 
BBC, which is lavishly financed, is making life 
harder for online newspapers. 


ahead, gaming is a key activity for its 
license fee payers. 


Old is still gold 


BBC, the world's most popular broad- 
casting service, renowned for its quality 
of news reporting, is now facing serious 
challenges from various new channels 
and the Internet. The biggest problem 
is the future of funding sources. At 
present, the younger generation is hesi- 
tant to pay television license fee be- 
cause they know that they can watch 
many other channels by paying less to 
the satellite and cable platforms that 
are available. Media experts say that 
public service broadcasting is on its 
deathbed or maybe even in its grave. 





However, BPG is very optimistic about 
the future of BBC and says, "There is a 
lot of life in the old dog yet". The BBC is 
a powerful symbol of British culture 
and the government also enjoys a spe- 
cial reputation abroad for its high qual- 
ity programs." 

The term “public broadcasting ser- 
vice" has to be redefined and reinter- 
preted. The license fee issue is more of 
a moral issue rather than a budgetary 
one because not everyone is pleased 
that public money is being spent on 
BBC, which everyone may not be inter- 
ested to watch. It is time that the 
broadcaster should move towards on- 
line, interactive, on-demand broad- 
casting, and also “global-casting” anc 
“narrowcasting”. Therefore, the mair 
challenge for the broadcaster is to no! 
only take the values from an earlier er: 
with them but also to introduce new 
approaches and strategies into the 
environment of communicatior 
revolution. s 


— N Janardhan Rao and Pratichi Samé 
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Enterprise Software 


Enter Google 





Google's entry into the enterprise software market does not bode well for the 
incumbents, Microsoft and the Big Blue. 





This isa big step for us, but I think it's 

a reasonable step. 
— Eric Schmidt 
CEO, Google Inc. 


here is yet another reason for 

Microsoft to lose sleep. The lat- 

est move by Google to encroach 
into the business application software 
arena, so long solely dominated by 
Microsoft, is sure to cause some discom- 
fort to the latter, although Bill Gates & 
Co. would deny it. Nonetheless, the *in- 
novation powerhouse" is making a con- 
certed effort to grab a pie of the 
multibillion dollar business software 
application, globally. It also marks the 
search engine giant's first but real seri- 
ous move to challenge the hegemony of 
its biggest rival as it attacks the latter's 
most lucrative market: The Desktop. 
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Google Apps is the third version of 
the package launched originally in Au- 
gust 2006, addresses concerns like li- 
censing and technical support raised at 
that time, and also marks the 
company's entry into the new trend of 
Software-as-a-Service (SaaS). The 
package includes applications such as 
Gmail, Google Talk, Google Docs, 
Spreadsheets, Google Calendar and 
Start Page for creating a home page, 
all available at a throwaway price of 
$50 a year, per user; as against $499 
for a standalone edition of Microsoft's 
Office Professional Edition. 

The launch comes at a time when 
the Redmond giant is going full throttle 
on convincing businesses around the 
globe to buy the new version of its Office 
Software as well as promoting its new 
operating software system called Vista. 


Besides, it is also gearing up to launch 
its Microsoft OfficeLive. 

Nonetheless, already some giant 
multinationals, like GE and P&G have 
shown in Google Apps, are testing the 
new product, which could boost the mo- 
rale of the Mountain View, California- 
based company. 


Game for SaaS 

Google’s stepping into the Web Applica- 
tion business is not a hasty decision 
but, in fact, a logical step into an emerg- 
ing online software services. According 
to a study by McKinsey & Co. in 2006, 
almost 61% of the CIO had plans to in- 
vest on SaaS technology during 2007 
that made an alley for Google. The 
study also cites that Microsoft, Yahoo, 
AOL and IBM will be amongst the ven- 
dors to introduce SaaS technology. IBM 
has already launched its desktop suite 
that includes software programs like 
Lotus Notes, a free word processor, 
Firefox Web browser and Red Hat or 
Novell Linux operating systems. The 
other providers of Web-based applica- 
tion tools are: EditGrid, Zoho.com, 
Thinkfree.com, Numsum.com and 
WriteBoard. 

Many experts feel that going by the 
past triumphs of the Mountain View, 
California-based company, its recent 
foray into business application might 
pose a big threat to conventional play- 
ers like Microsoft and IBM. Rebecca 
Wettmann, Vice-President, Nucleus 
Research, echoes the same view but 
feels that its vision of dominance may 
not be abrupt. “While Google will not 
dominate the market overnight, as 
companies evaluate the potential value 
and cost of moving to Vista and the new 
version of Office, they now have an al- 
ternative. At the very least, they now 
have more negotiating power in dealing 
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with Microsoft,” she reckons. In fact, a 
section of analysts even see cost as a 
major plank on which Google could 
build further pressure on its rivals. Ac- 
cording to an estimate by Merrill Lynch 
Analyst Kash Rangan, the average cost 
of Office for a corporate customer could 
be about $60 to $120 annually per user, 
over a 2-3 year cycle. Others suggest 
that Google’s SaaS will certainly have 
an edge over Microsoft not only because 
of its low pricing but also because of its 
dominance in the Search Engine mar- 
ket, which adds to its merit. 

Google Apps was launched in the 
market as free services a few months 
ago, last year. It offered the user a 
chance to create a personalized home 
page and track the latest information. 
It includes Web-based programs like 
Gmail for e-mailing. Google Talk for in- 
stant messages and Google Calendar. 
More than 1,000,000 small businesses 
and hundreds of universities have been 
using the free vers:en. Its new version 
Google Apps-Prem:er Edition (GAPE) 
has been recently introduced in the 
market with additional features like 
19GB of storage space with every pur- 
chase, 99.9% uptime guarantee for 
e-mails, shared calendar resources, 
API for business integration and 
round-the-clock assistance. The pre- 
mium edition is priced at $50 per user, 
per year, which is much cheaper than 
any other Web-based software. Its cli- 
ert list includes some of the world's top 
companies like GE, P&G, Prudential 
and L'Oreal. “If on the first day of the 
launch we have two of the top 25 com- 
panies in the world. imagine what is 
go:ng to happen in a month or a year 
fram now", boasted Kevin Gough, Prod- 
uct Manager, Google Enterprise, in an 
irterview. The Mountain View-based 
company has also inked a deal with the 
government of Egypt to supply Google 
Apps to three million university stu- 
dents and eight million secondary stu- 
dents. The company is also expecting 
many large deals and claims to offer 
more functional products at a lower 
price than MS Office. Besides English, 
the application is also available in lan- 
guages like French, Chinese, Japa- 
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nese, Korean, Ital- 
ian, Spanish and 
German. 

By providing 
software that allows 
businesses to col- 
laborate, Google has 
clearly differenti- 
ated itself from its 
competitors. Com- 
paring with its busi- 
ness rival Microsoft, 
Kyle McNabb, 
Forrester Research, 
asserted, “What 
Microsoft has done 
over the past decade 
has been very much 
focused on enter- 
prise rather than in- 
dividual needs”. 
“This puts pressure 
on Microsoft to re- 
turn to putting more focus on the indi- 
vidual user”, he further added while 
talking to The Economic Times. Gartner 
research says that GAPE's price at $50 
per user is less than half the price that 
enterprises currently spend on e-mail 
services with limitations on storage. 
The analysts believe the package is to 
become the enterprise choice over the 
next three years. 


Redmond's troubles 


Ease of use and mobility are the key fac- 
tors for getting users to adopt technology, 
and Google's focus is on providing that 
ease of use from any computer. 


7. eBay 


9. Apple 


— Rebecca Wettmann 
Vice-President, Nucleus Research. 


The odds appear to be stacked in fa- 
vor of Google, which has always yearned 
to provide services keeping in view the 
consumer notions and needs. From 
search business to online ad business, 
to the introduction of individual appli- 
cations like Gmail, Google Talk, and 
now looking to hit Web-based software 
tools, Google plans to keep itself ahead 
of rivals like Yahoo, Microsoft among 
others. Its free trial version has at- 
tracted many consumers. According to 


3. MSN/Windows Live 


5. AOL Media Network 
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Top 10 Visited Websites (Combined Home & Work) 





96,708 2:12:28 


94,178 4:56:05 





62,145 1:52:22 





43,511 


1:19:25 


* During January 2007 


Source: Neilson//NetRating 


the study by Nielson//NetRatings, dur- 
ing December 2006, approximately 
424,787 unique visitors surfed through 
Google Docs and Spreadsheets with an 
average spending time of 10 minutes 
per user. This accounted to 92% of visi- 
tors and 95% of time spent, among the 
vendors of Web-based productivity 
tools during the month. “Google has 
capitalized on its devoted audience and 
wide brand recognition to gain traction 
quickly in this space, but there is clearly 
a lot of room for growth,” stated Jon 
Stewart, Senior Analyst, Nielsen//Net 
Ratings. 

Indeed, many critics have even 
prompted to call Google Apps as a 
“Microsoft killer” and as a disruptive 
tool to destroy Microsoft’s crown jewel. 
This notwithstanding the fact that 
Google is positioning GAPE as a 
complementary tool to Microsoft Office 
rather than a competitor. Yet, experts 
feel that the Redmond giant, Microsoft, 
cannot overlook its rival. Google does 
not end its expansion strategy here; it is 
aiming for further encroachment in its 
arch rival’s territory and plans to 
launch an operating system by 2010. 
“This constitutes a real threat to 
Microsoft’s business model. Eventually, 
it will have to switch from limited use 
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INTERVIEW 





While Google will not dominate the market overnight, as companies will evaluate the potential 
value and cost of moving to Vista and the new version of office, they now have an alternative. 


Does Google's latest foray into the area of Busi- 
Applications really pose a big threat for the 
conventional, dominant players like Microsoft, 
IBM and other industry players in the same 
space? 

Peter O'Kelly: 1 expect Google's strategy 
will accelerate the Software-as-a-Service 
(SaaS) trend, but it is in many ways more 
complementary than competitive, with 
widely-installed applications such as 
Microsoft Office. Microsoft also seeks to 
capitalize on the SaaS trend; of course, 
with offerings such as Office Live and Live 
Meeting. 

Rebecca Wettemann: Yes. While 
Google will not dominate the market overnight, as 
companies will evaluate the potential value and cost 
of moving to Vista and the new version of office, they 
now have an alternative. At the very least, they now 
have more negotiating power in dealing with 
Microsoft. 


Since Office Applications is Microsoft's cash cow, how severe 
would be the impact of Google Apps Premier Edition (GAPE) on it? 





Peter O'Kelly 
Research Director 
Burton Group, USA 





Peter O'Kelly: I don't expect GAPE will 
have a discernible impact on Microsoft's 
Office business in the immediate future. 
Again, for most organizations, GAPE is 
likely to be more complementary than 
competitive. 

Rebecca Wettemann: This will really 
depend on whether or not Microsoft can 
demonstrate a clear business reason for 
moving to the next version of Office. 
While Google doesn't provide a complete 
competitive office suite today, we expect 
Google and other firms will continue to 
innovate in providing new versions of 
PowerPoint and other solutions. 


There is a wide price margin between GAPE (priced at $50/user/ 
year) compared with Microsoft's Office Live Premium package 
costing approximately $500. Do you think GAPE will become an 
allernative for Microsoft's office application? 

Peter O'Kelly: Office Live is available in several ver- 
sions, including one that is free (advertising supported). 
This market segment is too early for price elasticity 
comparisons, but clearly Google and Microsoft will 


license to software as a service," Tom 
Austin, Techrology Analyst of Gartner, 
was quoted as saying by the US-based, 
The Times. 


A word of caution 

There have been mixed reactions from 
businesses so far on Google's new inno- 
vation. Though certain user segments 
fee] that it can serve many purposes as 
a corporate desktop, at the same time, 
they think that it would not replace the 
traditional office tocls so quickly. 
“This may have been the promise 
dowr. the road, but I'm not excited 
about it in any way at this time". told 
Jim ?revo, CIO of Green Mountain Cof- 
fee Rcasters Inc. to ComputerWorld. 
Erica Driver, another expert from 
Forrester Research Inc., whom the 
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magazine interviewed, remarked, “I 
suspect they (Google) will be most use- 
ful for individuals who want to share 
documents with family members and 
friends. For that, I think they have an 
interesting product (GAPE) at this 
point.” With a similar belief, Peter 
O'Kelly, Research Director, Burton 
Group says, "Google will ultimately 
need to support disconnected/offline 
usage scenarios, but the current, al- 
ways-connected version of GAPE will 
still be useful for some domains". 
Cautioning Google, Gartner com- 
mented, "This is a version 1.0 product 
and lacks key features such as offline 
availability. Furthermore, costs may 
exceed $50 per user per year after fac- 
toring in fees for integration, on board- 
ing, oversight and extras such as 


archiving and calendar synchroniza- 
tion." Indeed, Google does not have the 
full functionality like Microsoft. Re- 
garding the privacy and security is- 
sues, Google offers no guarantee that 
any critical intellectual property of 
customers shall be protected, since 
data stored on the Google server is not 
encrypted and can be accessed by its 
internal staff very easily. Even the en- 
terprises are skeptic on its function- 
ing and security. For instance, P&G, 
one of its clients that has been testing 
the new version has not yet decided to 
use it. Perhaps, the search engine ma- 
jor can learn a lesson or two from 
Microsoft's failed Hailstorm project, 
which it launched in 2001, but had to 
drop it abruptly the very next year ow- 
ing to similar concerns. Hailstorm 
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make the competitive environment much more chal- 
lenging for all other vendors (e.g., since both Google and 
Microsoft are building multibillion dollar global data 
center networks). 

Rebecca Wettemann: Yes! However, Google will need 
to have some presentation-type application to be fully 
functional for the average business user. While heavy 
users of Microsoft Excel are unlikely can- 
didates to adopt Google spreadsheets, ca- 
sual users that need to collaborate on 
spreadsheets may find Google spread- 
sheets a more attractive option. 











Do you think GAPE's dependence on the Internet (with issues 
related to data security and accessibility) would trouble 
Google? 

Peter O'Kelly: I believe Google will ultimately need to 
support disconnected/offline usage scenarios, but the 
current, always-connected version of GAPE will still be 
useful for some domains. 

Rebecca Wettemann: Actually, no! In a 
recent study, we found that security is 
not the main reason why companies 
avoid adopting on-demand solutions. In 
fact, concerns about data security and ac- 
cessibility are just as often about 





Google has signed a deal with the Egyptian gov- Microsoft vulnerabilities in internal de- 
ernment to supply its Applications to three million ployments as in on-demand applica- 
university students and eight million secondary tions. Google will have to continue to pro- 
students. Moreover, companies such as P&G and vide a high level of availability and sup- 
GE are evaluating the performance of GAPE. In port, as will other vendors in the space; 
this ete ee entry into Business Ap- | but Microsoft has not set the bar very 
AER ERAS Rebecca Wettemann high. 

Peter O'Kelly: While I expect GAPE will Vice-President (Research) 


be successful in some domains, especially 
very cost-sensitive areas such as educa- 
tion, it's too early to predict the overall trajectory for 
GAPE at this point. 

Rebecca Wettemann: It certainly can be! Seeding the 
education market is a great way to get users to adopt 
your technology that they then take with them when 
they enter the workforce. Additionally, for the casual or 
occasional user of office applications, Google Apps may 
be a much more cost-effective option for broad deploy- 
ment and support. 


Nucleus Research, USA 





Any other comments. 

Rebecca Wettemann: As the average 
consumer becomes more technologically-savvy, he or 
she brings that knowledge to the office and has 
greater demands in their office IT department. Ease 
of use and mobility are the key factors for getting us- 
ers to adopt a technology, and Google's focus is on 
providing that ease of use from any computer. If 
Microsoft can't show similar innovation and value in 
its upcoming release, we may see the gradual 
sunsetting of Microsoft Office. 


also offered to allow users store their 
information on Microsoft-hosted sys- 
tems. Later, it even allowed business 
users to keep their precious data on 


What it Offers: Google Apps Premier Edition (GAPE) 





Source: Google Inc. 
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premise, with the back-end servers lo- 
cated inside their own companies, in- 
stead of being in Microsoft's data cen- 
ters. Still, the project could not find 
favor and had to be 
shelved. Now, with 
its new initiative 
Microsoft Live, the 
software giant is 
not repeating the 
same mistake. For 
instance, its Win- 
dows CardSpace, 
unlike Passport in 
the Hailstrom 
project, can also 
work with other 
digital-identity 
platforms such as 
OpenID as well as 


non-Microsoft infrastructure products 
such as Apache. 

However, it would be foolish and 
hasty to assume instant success for 
Google. Moreover, with about 450 mil- 
lion users around the globe using a ver- 
sion of Microsoft Office software today, 
it would be a daunting task, if not an 
impossible one, for Google to overturn 
the status quo overnight. Neverthe- 
less, one thing is for sure, as Peter 
O'Kelly, Research Director, Burton 
Group, puts it succinctly, “Google and 
Microsoft will make the competitive 
environment much more challenging 
for all the other vendors." So, rivals 
better watch out!'m 

- Amit Singh Sisodiya and Kavitha Putta 
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Doorstep Banking 








A Welcome Move 


With the comeback of Doorstep Banking in India, bank customers can now 
look forward to home delivery of banking services. 


With increasing competition in the re- 
ta. arena, doorstep banking is gaining 
povularity with both the bankers as well 
as the customers. 

—P N Vasudevan, 
Head — Consumer Banking Group. 
Development Credit Bank. 


y go to a bank when bank 
itself comes all the wav to 
your doorstep? With the re- 

visiting of doorstep banking, which 
works on this very notion, now the busy 
customers of tne modern era have a big 
reason to smile. It is quite an undis- 
puted fact that the value of time has 
been increasingly getting precious for 
the modern man with the increasing 
wors pressure and tight schedules. So, 
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in an attempt to bring comfort to these 
busy customers, RBI took yet another 
stride towards offering convenient 
banking. It has paved the way for the 
comeback of doorstep banking in India. 
With this, the Indian bank customers 
can now look forward to the home deliv- 
ery of banking services. 


Delivering at the doorstep 

The concept of doorstep banking was 
pioneered by the Sewa Bank in 1978, 
when it had engaged a mobile van to col- 
lect cash from areas of high customer 
concentration. Following this, quite a 
few banks joined the bandwagon; how- 
ever, the practice was banned by RBI in 
the year 1983, following some malprac- 
tices, which restricted banks from ex- 


tending any banking facilities at the 
premises of their customers. 

After a gap of 21 years, in April 
2005, RBI once again allowed banks to 
offer doorstep services to their custom- 
ers, considering the demand for such 
services from government depart- 
ments like Railways, LIC and also 
from retail customers. Large organiza- 
tions, which have to make many bank- 
ing transactions daily, felt that door- 
step banking could be very beneficial 
for them as it would bring down their 
frequent visits to the bank. The circu- 
lar issued by the RBI cited, “In view of 
several requests received from govern- 
ment departments like Railways, etc., 
to make available banking services at 
their premises and also representa- 
tions from banks, it has been decided 
that a scheme for providing services at 
the premises of a customer within the 
framework of Section 23 of the Bank- 
ing Regulation Act may be formulated 
by banks with the approval of their 
boards and submitted to the Reserve 
Bank for approval." 

Later, on February 2007, RBI for- 
mulated certain guidelines to ensure 
transparency and delineate the risks 
involved in offering doorstep banking 
services. According to the broad guide- 
lines, corporate customers, government 
departments, PSUs, as well as indi- 
vidual customers can avail services like 
pick-up of cash, instruments and also 
delivery of demand drafts from their 
premises. Besides these services, cor- 
porate clients, government depart- 
ments and PSUs are also eligible to re- 
ceive cash against the cheques received 
at the bank counter. 

The delivery mechanism also man- 
dates that cash collected from custom- 
ers should be acknowledged by issuing 
a receipt on behalf of the bank and 
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should be credited to the customer's ac- 
count on the same day or the next work- 
ing day. The demand drafts should be 
delivered by debiting the account on the 
basis of requisition in writing or cheque 
received and not against cash or instru- 
ments collected at the doorstep. Banks, 
which wish to offer such services, can 
make use of their own employees or can 
appoint agents to reach customers. 
Nonetheless, the policy to select agents 
and payment of fee or commission to 
them should be approved by the con- 
cerned board of the bank. 


Banker's horizon 

By allowing banks to offer doorstep 
banking services, RBI has made the 
life of many banks easier. Earlier, de- 
spite the RBI ban, many of the foreign 
banks and aggressive private banks 
were offering these services. The only 
difference now is that they can offer 
them legally. Amresh Acharya, Head- 
Liabilities Product Management of 
HDFC Bank, looking at the difference 
says, "Unofficially, it was already hap- 
pening because it is a genuine cus- 
tomer need. Now, it will happen with 
the approval of the bank boards. So, 
there will be an adequate system and 
process in place. This will take care of 
any malpractice." 

Apart from this, some banks used 
to offer doorstep banking services to 
government departments by taking 
special permission. Now, with the for- 
mal approval given, it will be all the 
more flexible for such banks to offer 
personalized services. By offering such 
personalized services and thereby en- 
hancing customers' convenience, banks 
can aim at increasing their database of 
loyal customers. 

RBI's move can also be beneficial to 
those banks which are finding it diffi- 
cult to mobilize deposits. Moreover, it 
can help banks like ICICI Bank, ete., 
which are gearing up to strengthen 
their rural banking efforts. Foreign 
banks, which cannot expand their busi- 
ness freely in India, can choose this 
route to further boost their customer 
base. It can complement with Internet 
banking and further aid in reducing the 
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customer traffic at branches. More- 
over, this will generate income to the 
branch as these services can be 
charged with the approval of the bank's 
board. 

Though doorstep banking comes 
with an array of benefits, it also must 
ensure the safe delivery of services. 
Hence, RBI has advised banks to as- 
sess the risks arising from doorstep 
banking services to customers, directly 
or through agents and to put in place 
proper risk management systems ac- 
cordingly. Frequent checking is needed 
for proper accounting. 

Banks can prescribe the cash limits 
for cash delivery to the customers. RBI 
has advised banks to appoint a griev- 


ance redressal cell to take care of com- 
plaints about services rendered by their 
agents. It has also mandated that the 
name and the telephone number of the 
designated agent should be made avail- 
able on the bank’s website. 

Beside these guidelines, banks 
should also take certain measures to 
prevent frauds. Agents should be given 
proper training which would enable 
them detect forged notes. Banks 
should ensure that their services are 
extended only to customers who have 
fulfilled the “Know-Your-Customer” 
norms. RBI has also impeded banks 
from offering services to any address 
other than what is mentioned in the 
agreement between banks and their 
customers. 


Services. 


Customers’ comfort 

Doorstep banking offers a great conve- 
nience to customers who find it difficult 
to go to banks due to their tight sched- 
ules. Big corporations, that have to 
make many bank transactions in a day, 
will also find it as a viable route to take 
advantage of this facility. 


Though doorstep banking comes with an array of 
benefits, it also must ensure the safe delivery of 


Petrol pumps and gas agencies 
which receive lot of cash on a daily basis 
can effectively make use of doorstep 
banking. The security vans which are 
used for this service are insured and 
hence offer the necessary security to the 
customers. Since bankers certify in 
writing that they will take responsibil- 
ity of the actions of their agents. cus- 
tomers can rest assured that their 
money is safe. 


Opportunities galore 

As there are the opportunities galore in 
this space, banks of all sizes are joining 
the bandwagon of providing doorstep 


services to their customers. Banks, in- 
cluding UTI, ABN Amro, Kotak 


i 


Mahindra, Development Credit Bank, 
HSBC, and PNB do offer this facility 
and are also gearing up to increase their 
coverage. 

The whole range of home banking in 
current scenario goes far beyond cash 
collection or DD delivery and also in- 
cludes other services like courier pick- 
ups, opening a new account and even 
getting due date reminder alerts. This 
reflects the growing prominence of cus- 
tomer service. 

Though, traditionally, all the bank- 
ing transactions were done only in the 
bank premises, the banking system has 
come a long way now by offering many 
innovative services like the ATM, mo- 
bile banking, Internet banking, etc. In a 
similar way, this move to offer doorstep 
banking is also poised to take the bank- 
ing industry another step forward. And, 
as with any new service, comes in- 
creased customer satisfaction, which 
translates to a broad client base and 
keeps business rolling. 





— D Satish and Y Bala Bharathi 
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B INTERNATIONAL FINANCE 


Dual Currency System 


China's Pride, World's Envy 





China's dual currency system places it in an envious position, which no 
other country can match. Is it unfair for the other economies of the world? 





decade ago, on July 1, 1997. at 
midnight, when Britain 
anded over the reins of Hong 


Kong to People's Republic of China (PRC), 
even the most prophetic of the economists 
could not have gauged what unprec- 
edented consequences the rest of the 
world would be left dealing with. The his- 
toric transfer process, which ended 155 
years of colonial dominance, immediately 
carried with it usual euphoria as well as 
tension and mutual mistrust between 
tne neo-liberal Hong Kong and relatively 
less liberal China. Now, 10 years later, 
both the countries are seriously contem- 
plating to garner the maximum benefit 
out of this association in order to keep 
their growth wheels vreoming. 

China, now the fourth largest 
economy in the world, in terms of nomi- 
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nal GDP, has grown at 10.7% in 2006 
and touched US$2.7 tn. Huge FDI and 
rocketing trade, both of which posted 
year-on-year growth rate of 24% in 
2006, propelled China to post fourth 
straight annual double-digit growth 
rate. However, the increasing trade sur- 
plus and huge investment figure led to 
tremendous international pressure on 
the Chinese currency renminbi (RMB) 
or yuan to appreciate. And though this 
appreciation process started slowly, 
since July 2005, when China floated its 
renminbi from the earlier peg system 
(in fact, renminbi had appreciated by 
over 6% against the USD since then— 
with no exception to the popular eco- 
nomic logic), the stronger renminbi be- 
gins to show its real power now. Given 
the fact that revalued renminbi can cut 


down Chinese exports which has been a 
traditional growth driver, its dual cur- 
rency structure can come handy. Since 
China’s yuan climbed above the Hong 
Kong Dollar’s (HKD) fixed rate for the 
first time in 13 years on January 19, 
2007, China can now use its typical 
dual currency structure to its advan- 
tage by manipulating the relatively 
weaker Hong Kong dollar to boost its 
exports and relatively stronger 
renminbi to attract capital inflows. 

Interestingly, China is the only 
country in the world to have two curren- 
cies—the renminbi and the Hong Kong 
dollar. The renminbi is the official cur- 
rency in the mainland of the People’s 
Republic of China (PRC) and the Hong 
Kong dollar is the currency of the Hong 
Kong Special Administrative Region of 
the People’s Republic of China. The 
Hong Kong dollar is accepted in the 
southern parts of mainland China and 
Macau as well as in some shopping 
malls in Singapore. In fact, Hong Kong 
has always been the traditional gate- 
way to mainland China and the hassle- 
free trade route of Chinese exports to 
the US and EU. So China could ill-af- 
ford to sully its ties with Hong Kong. 
Now given the fact that yuan has sur- 
passed HKD in value, it is high-time to 
reap advantage of dual currencies by 
using respective currencies for the pur- 
poses which they suit most. 


A win-win situation 

While the RMB has persistently gained 
value vis-a-vis USD, after its de-peg- 
ging, the exactly opposite trend was ob- 
served in case of HKD. In the past few 
months, markets witnessed HKD to 
depreciate and trade in the upper half 
of the band 7.75 to 7.85. One of the main 
reasons for undervaluation of HKD 
may be the possible intervention by the 
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INTERVIEW 


China can best take advantage of the dual currency 
regime by letting market forces determine the 
values of both the renminbi and the Hong Kong dollar. 


What is your opinion regarding dual currency 
(renminbi and Hong Kong dollar) system in China? 
Hong Kong has a distinctive economic iden- 
tity. A separate currency makes some 
sense. That said, the value of both curren- 
cies should be determined by fundamen- 
tals in the marketplace, absent interven- 
tion by monetary authorities in Hong Kong 
and Beijing. 


Given the fact that China's yuan climbed above 
the Hong Kong dollar's fixed rate for the first time 
in 13 years, how can China use its dual currency 
structure to its advantage? 

China should move away from managing 
either currency. Intervention to maintain 
undervalued currencies is imposing con- 
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siderable stress on the international economy and retarding social develop- 
ment in China. China can best take advantage of the dual currency regime by 
letting market forces determine the values of both the renminbi and the Hong 


Kong dollar. 


What could be its impact on the global economy? 

Manipulating the value of the Hong Kong dollar and the renminbi creates the 
risk of financial crisis in the global economy. Moving to market determined 
exchange rates would encourage healthier, more sustainable growth and so- 


cial progress 


Hong Kong Monetary Authority 
(HKMA) in currency market in *conniv- 
ance” with the People’s Bank of China. 
Some analysts opine that the region’s 
central bank may be physically inter- 
vening in the market to check unbridled 
speculative activities from driving the 
currency higher and to allow the yuan to 
exceed the HKD in value. Previously, 
with expectations of rates being cut by 
the Federal Reserve, investors and 
traders globally sought returns from 
the higher vielding economies in Asia 
and other emerging markets. However, 
with fundamentals now improving in 
the world’s largest economy, sentiment 
is also slowly shifting away from China 
to the US. 
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Ever since moving past the HKD, 
the yuan is showing no signs of easing 
down. The US traders are indeed happy 
as overvalued yuan means more com- 
petitiveness for the US exports. The 
Chinese traders, however, are peeved as 
many of the Chinese exporters have 
been forced to reduce the prices of their 
products to compensate for the rising 
yuan and stay in contention. Yet, many 
Chinese firms that export low-cost 
products like furniture, toys and other 
goods to the US retailers are suffering 
due to a strong and rising yuan. Al- 
though the rise in yuan apparently 
seems smaller when compared to the 
extent of swings in the yen and the euro 
vis-à-vis the USD in recent times, still 


it is a setback for Chinese exporters, 
whose profit margins are unusually 
thin and whose only competitive edge is 
low prices. Moreover, unlike their Euro- 
pean or Japanese counterparts, the 
Chinese exporters lack brand names 
and are low on technology; hence, a ris- 
ing currency could mean a deadly blow 
to the local Chinese exporters. However, 
Chinese monetary authority seems un- 
perturbed. Andy Rothman, Chief China 
Strategist for the investment bank 
CLSA Asia-Pacific Markets, com- 
mented, “If they can see the results are 
necessary to put the economy on a 
sounder footing long-term, then they 
can deal with the pain." He added that 
Beijing initiated exchange-rate reform 
as part of its long-term measures to 
make its financial system more flexible 
and market-determined. On its part, 
the Chinese government said that it 
will eventually let the yuan trade freely 
in the world markets and will end barri- 
ers to the movement of money in and out 
ofthe country. 


Hong Kong - On a high 

Whether the currency reform could 
bring about desired fruits to the Chi- 
nese economy in the long run is a mil- 
lion dollar question and a hot topic of 
discussion among economists. How- 
ever, one thing is for sure is that the 
undervalued HKD would certainly ben- 
efit Hong Kong's tourism and retail in- 
dustries. These two sectors in Hong 
Kong have already witnessed a boom 
due to continual stream of novae rich 
people from the mainland. In terms of 
numbers, mainlanders comprise 
around 50% of the tourists in Hong 
Kong and account for more than 8% of 
the city nation's economic activities. 
Also, many of the mainland's big com- 
panies are listed on the Hong Kong 
Stock Exchange (HKEX), the sixth 
largest stock exchange in the world in 
terms of market capitalization. Inves- 
tors globally are interested to invest in 
HKEX-listed shares of mainland com- 
panies. Again, though the CNY (Chi- 
nese yuan) is becoming dearer relative 
to HKD, there is little worry of im- 
ported inflation as Hong Kong mainly 
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imports low-cost food products and 
clothing from China and the share of 
these items is insignificant in Con- 
sumer Price Index (CPI). 


International pressure 

Though the overvalued yuan might be 
affecting Chinese exports adversely, sta- 
tistics do not vindicate it. In 2006, China 
ranked third in terms of exports, contrib- 
uting 7.3% to world exports whereas the 
first two slots were bagged by Germany 
and USA respectively. China's global 
trade surplus reached $177.47 bn in 
2006, up 77% year-on-year. However, the 
US' complaint against China, to the 
World Trade Organization (WTO), is 
that China is using trade distorting sub- 


reached an all-time high of US$213.5 
bn, surpassing even the full-year record 
of US$202 bn set in 2005. So the Ameri- 
cans are naturally skeptical and wor- 
ried and this sign of worry is echoed in 
the comment of John Frisbee, President 
of the US-China Business Council, who 
said, “Subsidies that violate WTO rules 
and distort our trade balance with 
China must be addressed.” However, it 
is historically observed that dispute 
settlement in WTO court takes years. 
In the meanwhile, China has few op- 
tions to rearrange its trade practices 
before ultimately waiving export subsi- 
dies. However, again, if the yuan contin- 
ues to climb up vis-à-vis USD, China 
can use its weaker HKD to maintain its 


Though the Chinese yuan is now being traded at a 
historical high-value, the US is still complaining 
that the yuan is cleverly manipulated and still 


undervalued. 


sidies to augment its exports and dis- 
courage imports. US Trade Representa- 
tive Susan Schwab remarked, “We are 
committed to challenging China's WTO- 
inconsistent practices that harm Ameri- 
can workers and businesses." He further 
added, "China's use of market-distorting 
subsidies creates an uneven playing field 
that subverts China's own efforts to fos- 
ter consumption-led growth." The subsi- 
dies targeted by Washington include ille- 
gal subsidies provided to Chinese steel, 
wood and paper, and the unfair incentives 
granted to Chinese firms for purchasing 
goods from the domestic traders rather 
than US suppliers. The Bush Adminis- 
tration has lodged a complaint against 
China with the WTO because export sub- 
sidies, under WTO rules, are regarded as 
serious breach of conduct and it also car- 
ries severe punishments. 

Though the Chinese yuan is now be- 
ing traded at a historical high-value, 
the US is still complaining that the 
yuan is cleverly manipulated and still 
undervalued. The United States' trade 
deficit with China is gradually rising. 
For the first 11 months of 2006, it 
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huge trade surplus with US and garner 
the full advantage of dual currencies. 


Chinese deception 
Given the fact that China has adopted 
two diametrically opposite routes of 
currency appreciation as well as export 
subsidies, it is very perplexing and diffi- 
cult to understand the real motive of the 
dexterous Chinese government. One 
reasoning could be that the underlying 
intention of yuan appreciation may be 
to establish yuan as an internationally 
revered reserve currency like the dollar 
and the euro in the long run. Again, the 
Chinese government is also granting 
huge export subsidies to the manufac- 
turers in order to maintain its trade 
surplus, even though that amounts to 
violating the WTO norms (China be- 
came a member of WTO in 2001). More- 
over, China, which is growing at more 
than 10% in the last few years, is not at 
all willing to let its growth momentum 
taper off by making its exports dearer in 
the international markets. 

Further, FDI, which also played a 
vital role in Chinese growth story, is 


also likely to get an impetus as the yuan 
is appreciating. In 2005, India got $6 bn 
in FDI, whereas China got $60 bn, 
which is the highest in Asia. Also, 
China cannot hurt its FDI prospects by 
depreciating its currency. Lastly, do- 
mestic consumption demand (China, 
which accounts for 20% of the world 
population has a huge domestic mar- 
ket) which is an important constituent 
of Chinese growth may get encourage- 
ment after yuan's appreciation. 


Protests, in vain? 

So China, which is now oozing confi- 
dence, can strategically maneuver its 
dual currencies— stronger RMB to in- 
vite FDI and to augment domestic de- 
mand, and the weaker HKD to raise ex- 
ports. And if China uses its dual curren- 
cies to its best advantage, then it might 
spur off international political protests, 
prompting some new changes in the ex- 
isting market system or even leading to 
a unification of the global currencies. 
Again, there would be tremendous pres- 
sure on each country to float multiple 
currencies to serve its diversified goals. 
Therefore, even though China has the 
option of utilizing dual currencies, it 
would not be an easy process. Since the 
yuan is appreciating, China should con- 
centrate on domestic consumption to 
propel its growth. International Mon- 
etary Fund's (IMF)report on China sug- 
gests that it shifts its focus to domestic 
demand, thereby providing more social 
welfare measures, and also reduce its 
dependence on exports. 

According to the report, the Chinese 
banking system has poured money into 
heavy industries but shied away from 
lending to small- and medium-sized 
businesses. According to Steven 
Dunaway, the Deputy Director of the 
IMF, Asia and Pacific Department, 
"With the population of 1.3 billion 
people, China has a huge domestic mar- 
ket. It does not need to rely on exports 
for economic growth." However, until 
China decides to listen, the world would 
have no option but only to grudge.m 


- Amit Singh Sisodiya and Sanjoy De 
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B CORPORATE STRATEGY 


British Petroleum 


Spilled Oil 





A series of safety lapses at its US refineries claims the job of its boss Browne 
and puts the British oil “Super-major” in a tight spot. 





n a most aston:shing development, 

John Browne, the Head of BP ( Brit- 

ish Petroleum). Europe's second 
largest oil company and world's third 
largest after ExxonMobil and Royal 
Dutch Shell, announced in January, this 
year, the decision to step down from his 
post 17 months ahead of his scheduled 
retirement. The news took the markets 
and industry watchers by surprise as no 
one expected the man who was instru- 
mental in transforming BP from being 
an obscure oil company into a “Super- 
major", the elite club of global big oil 
companies, to leave the company in 
haste. However, the sudden exit just 
confirms the fact that all is not hunky- 
dory with the British oil major and this 
might have been the reason for Browne 
to relinquish charge. In fact, a recent 
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spate of mishaps in several refineries 
and oil pipelines spreading across the 
world has not only jeopardized the 
smooth functioning of the energy giant 
but also tarnished its reputation. This 
prompted Lord Browne to part ways 
with the company, taking all moral re- 
sponsibilities on his shoulders. 

The safety and security lapses have 
been troubling the oil major like never 
before, which have also been reflected in 
the eroding profitability and declining 
investors’ confidence levels. The BP 
share has lost 5.7% in value this year 
while it slid by 8.3%, last year. Since the 
beginning of August 2006, the company 
has incurred losses to the tune of nearly 
$39 bn in market capitalization as its 
stock price plummeted. The fourth- 
quarter result of BP, which came to pub- 


lic in the month of February also re 
ported a 12% fall in the profits due t 
increased safety spending and declin 
ing oil prices. The same trend has alsı 
been observed in production figure: 
which, for the entire 2006, declined b: 
2.2%; i.e., down to 3.93 million barrel: 
per day. It is estimated that the declin: 
will be further up to 3.8-3.9 million bar 
rels per day in 2007. 


Safety snag 

BP's woes came to light in March 200: 
when a devastating blast in its Texa: 
City refinery near Houston in USA 
killed 15 innocent people and injurec 
nearly 180 more. This terrible explo 
sion, which ripped through even the em. 
ployee accommodation on the site, i: 
the severest of the industrial accidents 
in the US for more than a decade. A yea 
later, another dreadful incident—a ma: 
jor oil spillage (270,000 gallons oi 
crude) into Alaska’s Prudhoe Bay—put 
BP in troubled waters. The Alaska de- 
bacle forced BP to temporarily close 
more than half of its 400,000 barrels 
per day oil field, which is the biggest in 
the US. However, after two months of 
stoppage, normalcy was restored in 
mid-October 2006. The incident imme- 
diately affected the global oil market 
and led to a rise in oil price. Again, the 
inordinate delay in commencing the 
prestigious Thunder Horse oilfield 
project in the Gulf of Mexico due to some 
engineering snags further aggravated 
BP’s position. Last, but not the least, in 
another major blow to the oil major’s 
reputation, the US regulators charged 
the company with unlawfully manipu- 
lating the oil and gas prices. 


Blame it on the management 
Soon after the safety snag at its US re- 
finery, Browne constituted an investi- 
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zation panel, led by veteran US states- 
nan, James Baker, to assess the loop- 
oles in its safety regime. The findings 
X the panel, which became public in 
January, this year, blamed the imperi- 
yus management of BP for the disaster. 
l'he report revealed that the manage- 
ment was so far indifferent and apa- 
:hetic to security issues at its US refin- 
aries. The independent report pointed 
jut that BP had a “corporate blind spot" 
when it came to safety and security. 
Though the report did not directly 
blame anybody, it indicated that the 
company put too much emphasis on 
preventing personal mishaps like falls 
and car crashes and did little to check 
operational and engineering faults, 
which require huge amounts of money. 
The report brought to the limelight the 
unsavory truth that only a negligible 
portion of BP’s budget was allocated for 
safety and security. Though the panel 
could not find any kind of intentional 
skimpiness on BP’s side, it mainly held 
the management top brass responsible 
for the accident. The 350-page report 
pinpointed BP’s five US refineries, 
where employees are too scared even to 
report an accident to an executive. It 
also noted that the employees in most 
of the cases are less-trained and are not 
at all acquainted with the latest safety 
measures to prevent accidents, while 
the managers are busy in profit monger- 
ing. Taking moral responsibility for the 
lapses and also to show respect to the 
panel's verdict, Browne announced the 
news of his involuntary retirement be- 
fore full term. On January 12, 2007, 
while announcing the news of his retire- 
ment, John Browne accepted the 
management's fault and admitted that 
he failed to provide the leadership re- 
quired to keep the company's US refin- 
eries safe. Tony Hayward, BP's current 
head of exploration and production, will 
be handed over the reins on August 1, 
2007. 


Focusing on safety 

The outgoing BP head commented, "We 
remain committed to addressing the 
recent operational issues while execut- 
ing our strategy with discipline and fo- 
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cus.” BP has already scaled up its 
yearly budget on safety and mainte- 
nance ofthe five US refineries from $1.2 
bn to $1.7 bn. It has already hired more 
staff to oversee the US refineries, set up 
a new unit specially designed to main- 
tain safety standards and beefed up the 
role of the US heads to include safety 
and security issues. The company has 
made it clear to the shareholders that it 
will link health, safety and environ- 
ment issues and make the executive 
bonus transparent to regain investors' 
confidence. It has also appointed three 
corrosion experts to oversee the pipe- 
lines on a regular basis. However, rigor- 
ous implementation of the recommen- 
dations of the Baker panel also proved 
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to be costly putting BP in a dilemma. 
On the one hand, it is bound to make 
unplanned expenditure to fix the aging 
infrastructure which it has neglected 
historically; on the other hand, it has to 
bypass money for its primary business, 
to stay in contention. Now, it has to do a 
smart rebalancing act to set everything 
in perfect order. 

Nevertheless, the BP chief is quite 
confident that things will change for the 
better, even as he blamed some setbacks 
in the performance of the last quarter to 
a combination of factors like weak gas 
prices, OPEC quota restrictions, the ef- 
fect of divestments, weather-related de- 
lays and increased spending on safety 
and security. The outgoing CEO com- 
mented, *2007 will continue to have 
some (challenges), but I'm confident that 
the asset base and the people in BP will 
demonstrate that the company can per- 
form very well in the future." 


projects. 


Not alone 
Though the recent series of safety 
lapses has been crippling BP severely, 


Most of the global oil majors are raising their 
budgetary allocations on safety and security and 
are stretching their timetables for any proposed 


it's not unique to BP. According to the 
Baker report, most of the oil compa- 
nies in the US like Chevron and Conoco 
Philips are also facing similar safety 
problems. However, the recent ordeals 
of BP have suddenly made the oil play- 
ers more responsible and concerned 
about safety issues. Even shortly be- 
fore the Texas City disaster, most of 
the refineries used to keep the staff 
and maintenance team dangerously 
near hazardous chemical substances, 
paying little attention to safety issues. 
The world's largest publicly traded oil 
major ExxonMobil is still battling an 
18-year old dispute involving a mas- 
sive leakage of oil from its tanker 
Valdez off the coast of Alaska. The 
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Amsterdam-based Royal Dutch Shell 
is also facing problems of embarrass- 
ing delays and cost overruns over the 
proposed multibillion dollar invest- 
ment in a gas field in Iran. Likewise, 
the oil and gas industry globally is ex- 
periencing problems of inordinate de- 
lays and high-costs with modern and 
complicated projects. But, at present, 
taking cue from BP's ordeals, most of 
the global oil majors are raising their 
budgetary allocations on safety and 
security and are stretching their time- 
tables for any proposed projects. 

However, the million dollar ques- 
tion still remains: Will merely changing 
of guard bring in any drastic improve- 
ment at BP? While the elevation of Tony 
Hayward to the top post and reshuffling 
of the board may bring back lost inves- 
tors’ confidence and may give a boost to 
BP's share price, however, in the long- 
run, Hayward will probably find the job 
more grueling.a 


- Amit Singh Sisodiya and Sanjoy De 
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‘WARTS AND ARTISTS 


Mythical Art of Greece 


Wonders are there many none more 
wonderful than man. 
— Sophocles 


M= has been written about the 
citadel of art and culture of the 
ancient western world—the isles of Greece, 
the austere yet beautiful land of astonish- 
ing variety. The Western world has had a 
long-standing engagement with the arts of 
war and peace of ancient Greece. The 
Golden Age of Athens, the Age of Pericles, 
has come to symbolize perfection in human 
civilized life. The “Greek miracle”, signifies 
the achievements of ancient Greece in 
fields of art, literature, philosophy and gov- 
ernance, which has shaped the Western 
civilization over the ages. 

Greek religion or mythology com- 
bines reason and poetry, which is the es- 
sence of what is considered to be the 
Greek miracle. The Greek imagination 
personified the faculties and attributes 
of the human soul such as intelligence, 
sensibility, the aggressive instinct, the 
genius of trade, the creative gift, lyrical 
power and so on. Every lake, river, 
stream, mountain, forest, city or plain 
and every part of the sea had its own de- 
ity. Represented in myths and images, 
these Gods and Goddesses and charac- 
ters like the Graces, Muses, Fate, Ama- 
zons, Giants, Centaurs, etc. have been an 
endless source of reflection for the arts, 
poetry and drama. Myths involving su- 
perhuman feats were often portrayed on 
vases, sculptures and statues in Greek 
temples. 

Precision and excellence of work- 
manship—the hallmarks of the art of 
ancient Greece—is best exemplified in 
the Greek temples with its symmetry 
and harmony. The remains of temples 
and public buildings, decorated by mag- 
nificent sculptures and statues in Ath- 
ens—the artistic center of the Greek 
world—proclaim its rich and varied ar- 
tistic history. The most remarkable and 
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perfect among them is the Parthenon— 
the chief temple of Athens, dedicated to 
the goddess of wisdom, Athena. The 
Parthenon and the Propylaea, the great 
entrance hall, were among the many ar- 
chitectural masterpieces on the rock 
cliff—the Acropolis of Athens. This 
great complex of buildings “seem to 
have within them some everlasting 
breath of life and an ageless spirit in- 
termingled with their composition.” 

The Parthenon is a rectangular em- 
bodiment of order, proportion and bal- 
ance. In the monumental sculptures of 
Parthenon, divinity is conceived in terms 
of heroic man. In this sense, the 
Parthenon artistically recreates the 
cherished ideals of Greek thought during 
the Classical era, which considered the 
gods as nothing but man writ large. That 
the ancient Greeks understood harmony 
in the natural world in mathematical 
terms is obvious from the perfect propor- 
tions and intricate architecture that 
adorn this imposing temple. The geo- 
metrical proportion, known as the 
Golden Section has for centuries been re- 
garded as a key to the mysteries of art, 
and so universal is its application, not 
only in art but also in nature, that at 
times it has been treated with religious 
veneration. 

A beautiful, imaginative and struc- 
turally good architecture is one of the 


best and clearest indices of the state of a 
civilization. The ancient Roman philoso- 
pher Plotinus believed that the artist's 
work is to cut away what is gross, 
straighten what is crooked and lighten 
what is heavy, till beauty is enthroned in 
a shrine. Ancient Greece exalted beauty 
and all human values. At its best, classi- 
cal Greek sculpture offers perfect or 
ideal types of humanity—noble and se- 
rene. The spiritual and religious eleva- 
tion of ancient Greece as well as the “re- 
markable plastic plenitude and sensi- 
tivity” of their sculpture, is evident in the 
temple of Zeus at Olympia. 

Greek painting left its mark on in- 
dustrial art— painted ceramics, which 
were exported all over the Mediterra- 
nean. These highly decorative works of 
art enable us to reconstruct the life, cus- 
toms and general evolution of styles in 
Greece. The Greek passion for human 
images, animated by life-like gestures, 
is evident in their portrayal of compli- 
cated mythological scenes on individual 
vases. These masterpieces celebrated 
the heroes of the past. A Greek vase, 
with its "grace and glimmer”, captures 
within itself all classical harmony. 

Writers and artists of ancient Greece 
focused their creative energies on human 
existence, seeking a proper proportion, 
order and meaning, a blend of the practi- 
cal and the ideal as crystallized in 
Socrates' plea —"Know Thyself." Like its 
philosophers and scientists, the Greek 
artist sought the essence of the thing, to 
discover the perfect balance between 
flesh, intellect and spirit —the mind and 
soul in equilibrium. Carved in the stones 
of their holiest shrine, Delphi, is the in- 
delible, deep wisdom: *Nothing in Ex- 
cess." Herein, perhaps, lies the enduring 
heritage of Greek art and civilization.m 

- Dr. P G Nirmala 


Faculty, Academic Wing, 
The Icfai University, Hyderabad. 
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Post: Jr Accourtant 

Company: AIG Ltd. 

Job Desc: Will be handling full set of 
accounts. Ban«, Creditors, Debtors, inter 
company & stock reconciliation. Checking of 
bank charges. Cash handling. MIS 
preparation. 

Profile: Shall be è CA Inter with experience & 
must heve p accounting knowledge & 
analytical skills. Will be responsible for 
checking of bank charges, Cash handling & 
MIS preparation. 

Exp: 4-8 

Location: Nigena 

Email: rakesh.african.industries@qmail.com 


Post: Chief Accountant 

Company: Almane Group 

Job Des-: Required a candidate who is able 
to handie complete charge of Accounts 
Department. will have to prepare monthly 
Balance Sheet, profitability statements & 
MIS Reports. 

Profile: Shall be a Chartered Acccuntant with 
having experience in implementation and 
working on ERP. Must be well versed with MS 
Office and Accounting packages. 

Exp: 3-6 

Location: QATAR 

Email: pancho.per@almanagroup.com 


Post: Branch Maneger 

Company: Anand Rathi Securities Pvt. Ltd. 
Job Desc: Incumbent will head the branch & 
will be responsible right from the set-up to 
its results and will have share in profits. 
Snould Ee a Team leader. 

Profile: The ideal shall have a post 
qualification exper ence in the financia! 
services industry having understanding cf 
the Equity/Commodity Market, and exposure 
to financial products like Mutual Funds, 
Insurance etc. 

Exp: 4-8 

Location: Mumbai 

Email: recruitment@rathi.com 


Post: Assistant Manager- Costing & MIS 
Company: Ballarpur Industries Ltc. 

Jcb Desc: Assistant Manager - Costing & MIS 
Profile: Candidate should be ICWA with Post 
qualification expenence in day to day 
costing, weekly & monthly MIS, monthly & 
yearly budget preparatior & Cost audit. 

Exp: 3-7 

Location. Yamura Nagar 

Email: smukherjee@bilt.com 


Post: Chief Financial Officer 

Company: BioGenex Life Sciences Pvt. Ltd. 
Job Desc: Would be responsible for business 
Planning, Reporting, Regulatory reporting, 
Performance anelysis & reviews. 

Profile: Must have the ability to take 
initiative with focus on overall progress cf 
the company. Must have a good exposure in 
dealing with interna! and external *inancial 
vendors. 

Exp: 10-16 

Location: Hyderabad / Secunderabad 

Email: hrind@biogenex.com 
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Post: Sr.Specialist- Revenue Accounting 
Company: Canar Telecom 

Job Desc: Responsible for accounting for 
Prepaid & ee fixed wireless products 
(WLL), VAS, data products, corporate 
products like P to P, leased lines, 
International and Nationa! wholesale etc. 
Profile: Shall be well experienced in financial 
aspects of billing systems, handset/CPE 
accounting, interconnect, carrier and 
international business, corporate data and 
voice Pogues: industry metrics etc 

Exp: 3-8 

Location: Khartoum (Sudan) 

Email: h.krishnen@canar.com.sd 


Post: Global Chief Financial Officer 
Company: Cititxsys Technologies Pvt. Ltd. 
Job Desc: The position will have to identify, 
evaluate and recommend potential 
acquisitions, investments or partnerships. 
Create, coordinate, & evaluate the financial 
po rams. 

rofile: Must have the ability to exercise 
sound judgment in undefined environments 
along with the ability to apply strategic 
financial principles when assessing potential 
transactions. 
Exp: 12-20 
Location: Delhi 
Email: meenu.agrawal@citixsys.com 


Post: Head- Finance & Accounts 

Company: DS Group 

Job Desc: Ensuring adherence to F&A 
policies, system and processes as laid down 
in the Corporate Office. Providing inputs for 
ae issues relating to accounts, finance, 
audit, budgets and treasury. 

Profile: Should be Chartered Accountant / 
MBA (Finance) having expertise in finance 
and accounting, tax management and related 
functions. 

Exp: 12-15 

Location: Delhi/NCR, Noida 

Email: amit.kumar& dsgroupindia.com 


Post: Sr. Executive- Accounts 

Company: ETV Network 

Job Desc: Job responsibilities include 
finalization of accounts, preparation of MIS 
Reports, costing, budgeting; Reconciliation of 
accounts and day to day regular activities 
etc. 

Profile: The incumbent should be Graduate 
or Post Graduate in commerce with 
experience in a large business house. Shall 
have knowledge of Tally package. 

Exp: 6-7 

Location: Hyderabad / Secunderabad 
Email: careers@etv.co.in 


Post: Executive- Accounts 

Company: Bajaj Capital Ltd. 

Job Desc: Would be responsible for TDS 
calculation, Deduction and deposit. 
Reconciliation of Accounts, preparation of 
reports and generation of MIS. 

Profile: Excellent accounting principles and 
knowledge in taxation. Should be Computer 
savvy and shall have prior working 
experience 

Exp: 3-6 

Location: Delhi 

Email: atulg@bajajcapital.com 
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Post: Regional Accounts Officer 

Company: HCL 

Job Desc: Would be responsible for entire 
branch accounting, warehouse operations & 
billing candidate with SAP based ERP. 
Profile: The candidate should have good 
accounting knowledge and SAP exposure. 
Exp: 4-6 

Location: Guwahati, Patna 

Email: joinoa@hcl.in 


Post: Branch Sales Manager 

Company: ICICI Prudential 

Job Desc: Will have to achieve Business 
Objectives of Branch Sales Team & lead unit 
managers, agency managers & Executives & 
Mentor-Train-Recruitment. 

Profile: Looking for an MBA having prior work 
exposure in handling large teams. Applicants 
from Banking & Financial Services will be 
given an advantage. 

Exp: 3-6 

Location: Cochin, Ernakulam, Kannur, Kochi, 
Trivandrum 

Email: hr.alljobs& gmail.com 


Post: General Manager- Finance 

Company: KLJ Town Planners (P) Ltd. 

Job Desc: Would be responsible for 
preparation of Project Reports, Getting 
Approvals of Term Loans from Financial 
Institutions and Foreign Funding etc. 
Profile: Candidate must be a Chartered 
Accountant / MBA Finance with 12-15 years 
of hands on experience in Real Estate sector. 
Exp: 12-15 

Location: Delhi 

Email: hrd@kijtownplanners.com 


Post: Chartered Accountant 

Company: Marathon Realty Ltd. 

Job Desc: Overall incharge of Corporate 
finance, accounts, Costing Analysis, 
Budgeting & MIS. Responsible for finalization 
of statement, monitoring the accounting 
records & controlling project accounts. 
Profile: A chartered accountant with 
experience in construction industry & able to 
handle all the accounts related matters 
independently. 

Exp: 5-10 

Location: Mumbai 

Email: career@marathonrealty.com 


Post: Manager- Taxation 

Company: Nagarjuna Construction Company 
Ltd. 

Job Desc: Must have practical exposure to 
direct taxes like income tax TDS provisions. 
Experience with construction industry will be 
an added advantage. 

Profile: The candidate should be a 
Graduate/Post Graduate in commerce with 
specific exposure to in-direct taxes like 
VAT/Service Tax/Central Excise/Customs 
with relevant experience 

Exp: 6-10 

Location: Bangalore, Delhi 

Email: hrd@ncc-ltd.com, uday(ncc-Itd.com 
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Post: Accounts Assistant 

Company: Paras Industries 

Job Desc: Should be a good team player and 
willing to work hard. 

Profile: The ideal shall be an B.Com. having 
experience, preferably in reda 
companies, having knowledge of Tally, TDS/ 
FBT/VAT returns preparation is an added 
advantage. 

Exp: 5-7 

Location: Mumbai 

Email: chirag@parasind.net 


Post: General Manager- Finance & Accounts 
Company: Pear! Drinks Ltd. 

Job Desc: Will be handling functions in 
manufacturing unit including finalization of 
accounts, budgeting, costing/pricing, MIS 
and matter pertaining to Sales Tax/VAT, 
Income Tax etc. 

Profile: Shall be a I.C.W.A. with experience 
in handling finance and accounts functions in 
manufacturing unit. Candidate should have 
the ability of analyze & interpret the financial 
data. 

Exp: 10-12 

Location: Delhi 

Email: hrd.pdi@ckjpearl.com 


Post: Charted Accountant 

Company: Rajasthan Fitting House Pvt. Ltd. 
Job Desc: Looking for a Charted Accountant 
with experience in maintenance of accounts, 
excise, customs, sales tax, service tax etc. 
of a reputed organization 

Profile: The candidate should be a Chartered 
Accountant with experience in the industry. 
The incumbent should be well versed with 
Company laws, Income tax laws, Legal 
Compliance, and other related acts. 

Exp: 3-8 

Location: Jaipur 

Email: info@rfhjaipur.com 


Post: Assistant Branch Manager 

Company: The Muthoot Group 

Job Desc: Would be responsible for managing 
the Branch - Operational, Administrative, 
Marketing and Business Development. Will 
have to motivate, train and monitor the 
performance of subordinates. 

Profile: Required a Graduate/ Post Graduate 
with relevant experience in Banking and/or 
Financing industry. Must possess good 
communication & interpersonal skills. 

Exp: 3-8 

Location: Mumbai, Mumbai Suburbs 

Email: hrdelhimuthootgroup.com 


Post: Accounts Officer- Receivables 
Company: The Rubber Products Ltd. 

Job Desc: Following up of receivables, 
liaisoning, co-ordinate with various parties, 
correspondence with pares, filing of all 
parties records are all the part of the 
responsibilities. 

Profile: Candidate should be Graduate in 
Commerce with accounting experience, 
should have knowledge of computer 
applications like Tally, MS Office. 

Exp: 3-5 

Location: Thane 

Email: hrd@rubpro.com 
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Post: Sr. Manager- Finance 

Company: TVC Sky Shop Ltd. 

Job Desc: The incumbent shall independently 
handle Accounts and Finalization of balance 
sheet, Should have knowledge of Budgeting, 
Auditing, Sales & Income tax. 

Profile: Looking for a Commerce Graduate 
with experience in similar position. CA/MBA 
with Finance will be given an added advan- 
tage. 

Exp: 3-7 

Location: Mumbai ,pune, nashik, udaipur, 
jaipur can app! 

Email: carece vcskysheo com 


Post: Chief Accountant 

Company: VIBGYOR High 

Job Desc: Will have to handle general ac- 
counting function for the school, manage re- 
ciepts & payments. Will functionally report to 
x AVP-Finance & operationally to the Princi- 
pa 

Profile: Shall be a B.Com / M.Com. Inter CA 
preferred having relevant experience, prefer- 
able in a schooling environment. Should be 
well versed in Tally 7.2 & in Excel. 

Exp: 5-10 

Location: Mumbai 

Email: careers.mumbai@vibgyorhigh.com 


Post: Business Analyst 

Company: Thinksoft Global Services (P) Ltd. 
Job Desc: Understanding Business Require- 
ments, aiding the Test Team in the formula- 
tion of TestWare, Performing Gap Analysis be- 
tween Business Requirements & Functional 
specifications. 

Profile: Shall have relevant qualifications 
along with the excellent knowledge in the 
securities/capital market domain. 

Exp: 3-8 

Location: Mumbai 

Email: openings@thinksoftglobal.com 


Post: Manager Cost Control 

Company: SAS International 

Job Desc: Will have to manage the cost opti- 
mization function for a high profile vertically 
integrated textile manufacturing unit located 
at Faridabad on a customized ERP platform. 
Profile: Should be capable of exercising ad- 
ministrative control on various corporate 
functions like manufacturing, marketing, 
human resource management etc. Imple- 
ment MIS system. 

Exp: 10-20 

Location: Faridabad 

Email: resourcing@pashmamoda.com 


Post: Executive- Accounts 

Company: Regency Ceramics Ltd. 

Job Desc: Shall be well versed in Depot, Ware 
House, Branch Accounts, Maintaining Books of 
Accounts, Bank Accounts, Collection Deposits, 
Imprest Account, Sales Tax and other Statu- 
tory Obligations. 

Profile: Will be responsible for Branch, Depot 
Accounts, Maintaining Books of Accounts, Im- 
prest Accounts, Sales Tax and other Statutory 
Obligations. 

Exp: 3-4 

Location: Mumbai 

Email: resumes regencytiles.com 


Post: Manager- Accounts 

Company: Overnite Express Ltd. 

Job Desc: You should be thorough in 
number crunching, financial 
management, accounting, auditing and 
or taxation should be your field o 
specialization. 

Profile: The applicant shall be a Chartered 
Accountant or a Post-Graduate in 
commerce with the prior experience in 
similar assignment. 

Exp: 6-10 

Location: Guwahati 

Email: oel@overnite-mail.com 


Post: Manager- Finance 

Company: MGM Group of Companies 
Job Desc: The applicant will be 
responsible for maintenance of books & 
accounts / statutory compliance 
(TDS/S.T./Other laws) / preparation of 
Budget and MIS 

Profile: The incumbent shall have 
relevant qualifications along with the 
prior working exposure & will be 
independently maintaining accounts / 
taxation departments. 

Exp: 5-7 

Location: Chennai 

Email: gsrinivasan@mgm.co.in 


Post: Accounts Officer 

Company: Flex Industries Ltd. 

Job Desc: Should have experience in 
Accounts & must be ready to move to 
DUBAI. 

Profile: The ideal should be a Chartered 
Accountant or a ICWA having relevant 
prior working exposure in the similar 
profile. 

Exp: 4-8 

Location: Dubai 

Email: paruljain@flexfilm.com 


Post: Executive- Accounts 

Company: Iris Software Pvt. Ltd. 

Job Desc: We are currently seeking to 
strengthen the Finance and Accounting 
team with an Accounts Executive. Will be 
responsible for General Accounting, 
handling of TDS, FBT, Payroll, STPI & 
Bank reconciliation 

Profile: Must have accounting experience 
in @ service industry preferably software 
services organization. Must possess 
expert knowledge of Tally accounting 
software er 7.2. 

Exp: 4-9 

Location: Delhi 

Email: nitya.kanda@irissoftware.com 


Post: Accountant 

Company: Omaxe Ltd. 

Job Desc: Incumbent will be responsible 
for checking bills & vouchers and data 
entry. 

Profile: The ideal shall have a degree of 
B.com with prior working experience in 
accounting. 

Exp: 3-5 

Location: Delhi 

Email: sumeetgoyal@omaxe.com 
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Nandigram 


It Says India Is Not China 


anzoes are cultivated extensively in Andhra Pradesh, 

while Kashmir is known for extensive cultivation of 
apples. But apples cannot be cultivated in Andhra Pradesh 
and similarly mangoes are not grown in Kashmir. This is a 
known fact but the question is, ‘why’? It is all ‘atmospherics’, 
which is a given — what mango and apple need to grow is 
provided by nature and that is in abundance at these two 
places. That is the reason why mangoes are cultivated in 
Andhra and apples in Kashmir but eaten all over India. 

This theory does not however, hold good in the case of manu- 
facturing cars, for they can be made either in Andhra Pradesh or 
in Kashmir, or for that matter anywhere else. Industrial units - 
manufacturing facilities specifically erected for turning out a 
particular consumer goods — being man-made, operating in an 
enclosure of their own can simply be erected anywhere. Thanks 
to globalization, faetors such as proximity to raw material sup- 
ply, or nearness to consumers, etc. do not matter any longer: 
what matters today is how different one's 
product is from that of the competitor— in 
terms of price and quality and its efficacy in 
serving consumers' needs. Thus, computer 
hardware designed in the US is made in 
China, chivs designed in the US are made in 
Taiwan, and software meant for European 
businesses is written in India and sold and 
bought by people across the globe. That being 
the order of the day, one wonders why the 
West Bengal government is so bent upon es- 
tablishing and SEZ as a hub for chemical 
industries in Nandigram, despite the known resistance from the 
local farmers. Still bigger question is: Does it warrant police 
firing killing 14 persons and injuring scores of people? 

This apparently simple question, of course, calls for a 
complex answer. First, it is in everybody's knowledge that 
India's infrastructure is in a poor state and according to the 
Prime Minister, it needs an investment of $350 bn in the 
Eleventh Five-year Plan, if it has to sustain the current 
growth rate of 9% in GDP and take it to double digits. And it's 
commonsensical that with the kind of budgetary allocations, 
we have been making for infrastructure development, the ris- 
ing demand for capital from social sectors and the kind of 
bureaucracy that we have had, we cannot create the required 
infrastructure overnight. It is in this context that the present 
governmert came up with the idea of creating Special Eco- 
nomic Zones — capitalist enclaves”—to attract private in- 
vestments by offering over-generous concessions by way of tax 
holidays, making available huge chunks of contiguous land, 
and importantly, promising least governmental interven- 
tions in their functioning. This arrangement is hoped to cre- 
ate pockets of excellent infrastructure within a short span of 
zme that can attract private investment—both domestic and 
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foreign — and stimulate economic growth by boosting exports. 
By creating fertile environment for investment of private 
capital, these SEZs are tipped to become ‘islands of prosper- 
ity, and in the process are also expected to create jobs very 
quickly: the government claims that the first batch of ap- 
proved SEZs numbering 64 involving an investment of $13.4 
bn will alone create 8,90, 000 jobs by 2009. Lured by these 
prospects, and guided by the economic prosperity that China 
has achieved through SEZs, the Marxist-led West Bengal gov- 
ernment— despite Left-parties disdain for reforms at the 
national level—too took to the idea of creating SEZs in all 
earnestness and enthusiasm with a hope to create more em- 
ployment that could absorb teeming rural youth much faster. 

It was thus far good. But, what the government did not 
realize is that Indian citizens, unlike Chinese, could raise their 
voice against the government policies, coercing even their with- 
drawal. The enthusiasm of the government in imitating China 
and its policies, thus, met with resistance 
from farmers and other political groups, for 
India, unlike China, is not under a 'con- 
trolled regime’. No matter how good a policy 
is it cannot be implemented, unless the 
people accept it. Secondly, the legal, consti- 
tutional, and institutional framework 
meant to protect and promote human 
rights is very strong in India. The constitu- 
tional empowerment is indeed the main 
promoter of civil, political, economic and so- 
cial rights of citizens and it is religiously 
protected by the judicial activism. The net result is: what car 
be implemented in China in two weeks takes years for imple 
mentation even in the communist-ruled West Bengal. 

That being the reality, no amount of power rested with the 
government can enable them to acquire land for establishing 
SEZs. Such agitations will only turn more vociferous if politi. 
cal parties succeed in dubbing them as acts of government foi 
promoting private profit. That's what indeed is happening ir 
Nandigram today. It should not, however, mean the end o 
SEZs, for they can be established anywhere. Secondly, suck 
resistance would always be less from farmers in dry tracts 
and for industries it doesn't matter where they are located s 
long they are served by excellent infrastructure. And SEZ: 
being aimed at providing such support, it makes great sens 
to locate them where they are welcomed. 

That's perhaps the only way to make the country move for 
ward, for the test of progress, as Franklin D Roosevelt said "i: 
not whether we add more to the abundance of those who havı 
much; it is whether we provide enough for those who have to 
little”. m -gr 
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Rupee at a Nine-year High 


*Life is not a spectacle or a feast; it is a predicament," said George 
Santayana. That's what today appears to be the case with the Reserve Bank of 
India, if not with others, owing to the twin phenomenal events that happened 
recently in the currency market. 

One, on 16^ April rupee parked itself at a nine-year high of 41.85/86 per 
dollar. Two, the ‘swamp of plenty’: Forex kitty has crossed the $ 200 bn mark. It 
is, of course, a different matter that these two events could not succeed in excit- 
ing the nation as much as a rising Sensex. 

These two otherwise-pleasant events did pose unpleasant questions. Dur- 
ing the last nine months, rupee has almost appreciated by 9% on a trade- 
weighted basis. The culprits behind the appreciating rupee are: depreciating 
dollar across the global markets, resumed inflow of dollars through Foreign 
Institutional Investors, and tightening of domestic interest rates. All this, plus 
the current engagement of the RBI in taming inflation and the resulting non- 
intervention of it in the currency market are cumulatively pointing towards an 
appreciating rupee, at least in the short run. 

And an appreciating rupee is always shuddering, for it reduces the realiza- 
tion of export proceeds in terms of rupees. The textile exporters are said to be the 
worst hit, for they are known to operate at profit margins of less than 10%. 
Secondly, they are not at ease in raising their export prices, for it may land them 
at a disadvantageous position vis-à-vis their competitors from China, Philip- 
pines, Sri Lanka, etc. Should rupee continue to appreciate, it may make even 
software companies grumble, which may ultimately result in widening trade 
deficit. There is, of course, a positive side to the appreciating rupee: importers 
would be cheering, for it lessens the cost of imported goods in rupee terms. In the 
current scenario of spiraling prices, an appreciating rupee keeps the government 
happy: reduced import bills under crude oil, edible oils, pulses, electronic gad- 
gets, etc. will cumulatively help in keeping the inflation under check. 

The other phenomenal event that has gone unnoticed is: rising Forex kitty. 
Though it is an indication of the success of our financial reforms, it does pose a 
challenge to the RBI. As the dollar inflows increase, the RBI, in its anxiety not to 
let rupee appreciate, initially mops up the dollar inflows followed by repurchas- 
ing the so released rupees by selling government securities so that liquidity 
remains manageable. But one estimate puts the cost of sterilization of dollar 
inflows to the RBI at 2% of the GDP. 

The current appreciation of rupee coupled with the increased inflows of for- 
eign exchange, and the increased cost of sterilization thereof appears to have 
prompted the RBI and the Finance Ministry to search for ways and means of 
minimizing forex inflows. Obviously, one of the easy options is to impose restric- 
tions on portfolio inflows by banning PNs, imposing lock-in periods, etc. But this 
is sure to rock the investor's confidence. So, the other alternative is to impose 
restrictions on External Commercial Borrowings, which the government and the 
RBI are reported to be actively considering. But prima facie such an act would be 
regressive. Imposing end-use specifications on ECBs would deprive the Indian 
corporates of borrowing externally at cheaper rates. This in turn makes the 
otherwise efficient Indian corporates less competitive. 

Now, putting the arguments and counter-arguments together, it becomes evi- 
dent that the only option left to the RBI is to selectively intervene in the currency 
market to keep the rupee range-bound and allow ECBs with no riders, so as to 
keep the industry competitive and sustain the GDP growth, while leaving the rest 
to the fiscal authorities for ensuring minimal hiccups to the economy. 
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No amount of investment in capabilities and technologies can improve perfor- 
mance and service delivery beyond a point if we continue to be prisoners of archaic 
procedures and processes. 

-Manmohan Singh 


Prime Minister, Government of India 


All along. we were concentrating on the IT sector, since BPO was still a small 
industry. But with a newer executive council that has more membership from the 
BPO industry. clearly the emphasis will be on BPO as well. 


-Lakshmi Narayanan 
Chairman, Nasscom and Vice-Chairman, Cognizant 


The number of SEZs are not important, but it is the number of units in a zone that 
matter. It was not possible in India to acquire large tracts of land for SEZs because 
of density of population. It would not be proper to put any kind of limit on the 
number of zones. 


~ Kamal Nath 
Commerce and Industry Minister, Government of India 


We must control inflation, but not at the cost of growth. We are confident that we will 
be able to curtail the inflation rate. which has been around 6% in the last 12 weeks. 


—P Chidambaram 


Finance Minister, Government of India 


Industrial training institutes need to be set up, followed by vocational courses at 

senior secondary level. There is also the need of having a course on retail in the 
MBA curriculum. 

— Amit Mitra 

President, FICCI 


While the global economy could be headed for a soft landing, risks such as a slow- 

down in the US housing market, concerns over inflation and oil could be challeng- 

ing. Some of the longer-term issues are the unwinding of global imbalances and 
sustaining global productivity growth. 

—Charles Collyns 

Deputy Director, IMF 


I am not in favor of blind privatization of the Railways nor is PPP a compulsion or 

fashion for us. We are seeking partnership with the private sector on the terms that 
are in the inzerest of Railways and our customers. 

-Laloo Prasad Yadav 

Railways Minister, Government of India 


SMB space in India is a very under-penetrated market and we see IT spends rising 

here. In 2004, 10-15% of the total IT spend was by SMBs and this is set to rise to 
50-60% by 2008-09. 

— Rajeev Mittal 

Group Director, Small and Mid-markets, Microsoft India 
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Laptop for $100 


is is the time to bring an appropriate tool to promote economic development. 
Looking forward, One Laptop Per Child (OLPC) group—a non-profit orga- 
nization—is planning to deliver its first shipment of five million laptops by the end 
of this year. Quanta Computer, the world’s largest contract manufacturer of note- 
book computers, will be offering the 
children’s machine, XO, for $100. It is 
intended for children in developing coun- 
tries, to provide them access to knowl- 
edge and modern forms of education. 
The OLPC project ensures that children, 
who use the laptop, can be in contact 
with the world. Only governments that 
buy in large quantities can get laptops 
for this offer. The first countries to sign 
up to buy the machine are Brazil, Argen- 
tina, Uruguay, Nigeria, Libya, Pakistan 
and Thailand. Even though its aim is to 
sell XO for $100, the cost of the machine is about $150. Costs were cut by using a 
cheaper form of liquid crystal display, leaving out the hard disk and running the 
machine on open-source software instead of Microsoft Windows. In addition to that, 
they need to minimize supply chain cost, which is high in Western countries. Ana- 
lysts say that the project goes no further than public relation campaigns and feel 
that the project had no future beyond charity and such an extreme drop in costs 
would be ‘impossible’. “If we started selling the laptop now, we would do very good 
business," says Michalis Bletsas, Chief Connectivity Officer for the project. There is 
a possibility for eBay to become a partner and help in selling the laptop. Intel one of 
OLPC critics, has developed low-cost computers ‘Classmate’ PC and the ‘Eduwise’ 
laptop. Its rival AMD with its Personal Internet Communicator has pledged to 
provide online facility by 2015. Computer giant Dell has also launched a desktop 
computer in March for $336 in China. Microsoft is establishing kiosks in villages in 
developing countries. Bletsas hope that this project would help children enrich their 
lives so that, in due course of time, they could become consumers of these of technolo- 
gies. Michael Wang. Quanta’s President says, "Quanta has transformed it (OLPC 
project) into a new business unit. Their task is to create a market.” 


Hedge Funds Vie with PE Funds 


ivate equity funds are increasingly facing competition from hedge funds in the 

booming domestic market. Hedge funds, private investment funds, were earlier 
open to only a limited number of investors. However, they have been quite active in 
recent months in the pre-Initial Public Offering (pre-IPO) placements. 
The recent deals clinched by hedge funds in India are the $28 mn investment in the 
Firstsouree solutions by the US-based hedge fund Galleon Group, $8 mn and $40 
mn investments in Amtek India and Crest Animation by DE Shaw, and over $50 
mn investment in Indiabulls’ subsidiaries by a hedge fund Farallon. 
Besides these, a hedge fund by name quantum fund has bought small stakes in 
property developers like Anant Raj Industries and Ansal Properties. Apart from 
this, Quantum along with another hedge fund Blue ridge has also invested $33.33 
mn in Fortis. Earlier, leading hedge funds like New Vernon and Old lane partners 
nave already invested around $750 mn and $500 mn respectively in India dedicated 
funds. 








8 | May 2007! 


Digital Music Biz 
Rocks in India 


oung mobile phone consumers ad 

dicted to ring tones, songs and 
movie dialog powers the fast growing 
download market. The new genera- 
tion techno-savvy consumers are us- 
ing their handsets in creative ways in 
the world’s fastest growing mobile 
phone market. The mobile users’ 
population is expected to hit 250 mil- 
lion by the end of 2007 and big players 
like Nokia, Motorola, Samsung and 
Sony Ericsson are doing a quick busi- 
ness with wireless-enabled phones 
loaded with FM radios, MP3 players 
and sizable memory capacity. Accord- 
ing to the global digital music dis- 
tributor Soundbuzz.com, the country’s 
digital music sales are expected to 
take threefolds to $911 mn and 80% of 
the sales will be from purchases of 
handsets. 

Everyday some 300,000 ring tones 
are digitally transmitted to handsets 
every day in India, a $45 mn a year 
business which is set to grow double 
digit. Ring tones are along generating 
about 40% of the data revenues for 
India’s big wireless operators such as 
Bharti Airtel and Reliance Communi- 
cations. Therefore, digital music down- 
load craze is going to be a huge and posi- 
tive development for the handset mak- 
ers and Indian telcos in the years to 
come. Around 35% of its Indian handset 
products have the downloadable fea- 
ture and its walkman phones draws in 
65% of total revenues. Meanwhile, 
Nokia has come out to set up a sponsor- 
ship deals with colleges collaborating 
with music companies to buy the rights 
to download 10 free songs. Even 
Motorola does not want to miss the op- 
portunity, so, almost on all its phones 
the downloadable feature is available. 
Well, the digital music biz is going to 
rock the market floor playing some un- 
pleasant chords for the CD and cassette 
businesses. 
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Pratham Puraskar 


| Dreck Credit Guarantee Corpora 
tion of India Ltd., a government- 
owned export credit insurance com- 
pany working under the Ministry of 
Commerce & Industry has been 
awarded a Memorandum of Under- 
standing (MoU) award for excellent 
performance in the year 2005-06. It 
secured 24 parameters for the year 
2005-06, out of which 20 were of excel- 
lent grade with an aggregate score of 
1.05. It has also received the 'Pratham 
Puraskar award. The Corporation's 
main objective is to provide financial 
guarantees to the banks and to pro- 
mote India's exports by providing 
credit insurance covers to the export- 
ers. It provides insurance cover to 
more than 13,000 exporters, as well as 
4,096 branches of 74 major banks for 
the pre-shipment and post-shipment 
credit finance to the exporters. 





The Corporation earned a gross 
premium income of Rs. 577 cr recording 
a growth of 12%. It paid a dividend of 
Rs. 44.32 cr in the year 2005-06, which 
it had ever paid. Today, it has 54 
branches and 5 regional offices in India 
to market its products and it has en- 
tered into Corporate Agency Agree- 
ment with 15 banks. However, ECGC 
is making continuous efforts to develop 
new products and new processes with a 
primary motto of customer satisfac- 
tion. The Customer Satisfaction Sur- 
vey done by ACNielsen Research Ser- 
vices concluded that ECGC scored 8 
points on a scale of 1 to 10. However, 
the Corporation assures to improve its 
performance and render best services 
to its clients. 
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Microfinance 2.0: An Innovative Solution 


lh this 21* century, the needs of the poor are changing and now it is the right 

time for an innovative approach. Microfinance is one such innovative idea 
which has become a global accelerator to fight global poverty. It is an effective 
poverty eradication tool to empower poor people around the world. The pioneer 
Grameen Bank decided to help the Bangladesh women by providing loans for 
running the mobile phone business. Iqbal Quadir, an investment banker, intro- 
duced the ‘Grameen Phone 
Company' in partnership 
with Telenor of Norway, 
which holds 62% stake. 
Among the 10 million sub- 
scribers as of November 
2006, nearly 3,00,000 were 
‘telephone-ladies’, who con- 
tributed 19% of the 
company's revenue. It has 
already had an infrastruc- 
ture, brand name, trained 
staff, and trust of the poor 
that led to many other busi- 
nesses and social ventures. 
Another key feature of 
Grameen Bank is account- 
ability and transparency, 
Today, Grameen Bank, known as ‘Banking for the poor, has branches in 75,000 
villages with 7 million borrowers and has about $500 mn in outstanding loans. It 
is offering assistance to other small banks that are willing to give loans to the 
poor. Their goal is to encourage the involvement of local financial institutions. 
Grameen Bank’s success has become a legend and has spread to other countries. 
This program since its launch has 2,20,000 businesses in the country and is 
replicating in Rwanda, Uganda, the Philippines and other countries. The 
Grameen Foundation, which was created in 1997, now has services in 22 different 
countries. The major challenge that microfinance faces is the need to reduce op- 
erational costs and reach more people. In addition to it, microfinance often re- 
mains too high for many of the poor. However, economists are of the opinion that 
the replication and provision of sound business opportunities to the poor has a 
great potential to help market economies work for the development of the poor. 








Fighting Phishing 


LE recent past, Internet has been gaining popularity as a viable banking channel 
and banks are also extremely bullish about its prospects. However, of late, they 
are also confronting with the challenge of safeguarding gullible investors from 
online fraudsters. Out of the 30,000 attacks that have been reporting globally 
every month, 80% are targeted towards financial institutions. Incidentally, India 
ranks among the top ten countries where sites hit by phishing are hosted. Most 
banks have security teams put in place who work to stay one step ahead of these 
fraudsters. For instance, ICICI Bank adopted a dual-factor authentication prac- 
tice while HDFC Bank has adopted a ‘three-pronged’ approach to tackle phishing. 
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Paper and Pulp in the era of Digitalization 


dvancement in technology and 
mergence of electronic media 
are undermining the dominance of 
paper. Nowadays, the computer has 
become a vital part of everybody's 
day-to-dav life and the Internet is 
widely used for communication and 
for getting information quickly. This 
trend was started m the 1990s in de- 
veloped countries like America. 
Many paper mills are on the verge of 
closing as the demand for various types of paper is declining day by day. Newspa- 
pers like the Wall Street and other journals have been hit by digital technology. 
Due to the arrival of digital and electronic media, the paper industry is on the 
verge of extinction and soon there will be paperless offices and libraries in our 
society. As analyst Steve Chercover says, “The only grade of paper immune to 
technological substitution is tissue,” such as bathroom or facial tissue. 

The electronic media has some advantages over paper like data collection, 
analysis, presentation, accuracy and recording. Today, many catalogs in libraries 
have a digital version that can be searched, compared and easily stored. People 
can find electronic books on the Internet easily. Digital media is available to 
deliver a message with sound and moving images, which have virtually unlimited 
variations of color and texture. It became very interactive to enhance the receptiv- 
ity of the printed message. On the other side, most paper material we handle in 
our daily lives are black and white. There is a threat to the long-term profitability 
of print and writing paper manufacturers, as digital media capture more and 
more revenues through advertising. Many companies now prefer to advertise on 
Internet rather than on paper. The paper and pulp industry is trying to raise its 
Rol and improve capital utilization. Globalization and digitalization have forced 
the paper and pulp industry to focus on cost-efficiency. Most big companies are 
exercising their supply chains in order to improve their efficiency, thereby reducing 
working capital. 

The industry is restructuring itself through mergers and acquisitions. Many 
pulp and paper multinationals who are the owners of forest pulp and paper indus- 
tries are selling their property. International Paper, world’s biggest Pulp and 
Paper Company sold 90% i.e., 5.7 million acres of its forest land last year. The top 
news print makers. Abitibi of Canada and Bowater of South Carolina are merg- 
ing. Another big American lumber company, Weyerhaeuser, has merged its ‘fine 
paper’ division with its Canadian r:val. A Swedish firm is planning to buy Euro- 
pean Procter & Gamble's tissue business, which is expecting a growth of 3-4% 
annually. 

Moody's Vice-President/Senior Analyst, Bill Wolfe, says, “Increases in paper- 
making capacity in Asia compound these challenges. Production in Asia may now, 
temporarily, exceed local demand and, therefore, these paper manufacturers also 
look to Europe and North America as markets.” He added that Europe's healthy 
general economic activity should lead to growth in demand for printing and writ- 
ing paper, though comparatively less than in 2006. Brazil is another fast growing 
market for the paper industry because here we can find fast growing eucalyptus 
trees, which are the cheapest raw material for making paper. The future of the 
paper industry 1s uncertain with the electronic media. The paper industry needs 
to improve its ability to manufacture products at low-costs. 
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Ornamental Fish: The 
Booming Market 


dk rise in the income levels, grow 
ing concern for aesthetics and 


changing lifestyle has moved the tide 
towards ornamental fish, which is wit- 
nessing a boom not only in India but 
also across the globe. According to a 
Nabard report, global ornamental fish 
trade is growing at 8% annually with a 
$6 bn market. India's domestic market 
is valued around Rs. 50 cr and is grow- 
ing at 15-20% a year. India is one 
among the top 10 producers of these 
types of fish and can be regarded as the 
top exporter of fresh water fish. Asian 
countries export more than 50% of the 
fish globally. Among them, Singapore 
is the number one exporting country fol- 
lowed by Hong Kong, Malaysia, Thai- 
land, Philippines, Sri Lanka, Taiwan, 
Indonesia and India. On the other 
hand, the most developed country, the 
US, is importing $500 mn worth of or- 
namental fish making it the highest 
followed by Japan and Europe. Coun- 
tries like China and Japan are the 
newly emerging markets. The major 
constraints of this export trade are air- 
freight charges, lack of production tech- 
nology, and lack of quality brood stock. 

India harbors about 2,118 species 
of fish, of which 600 species are orna- 
mental fish. With 500 odd varieties of 
marine and fresh water fish, the Indian 
ornamental fish trade has the poten- 
tial to become a global leader in this 
business. The demand for domestic or- 
namental fish is growing at 20% annu- 
ally worth around Rs. 500 mn. Almost 
all ornamental fish exported from India 
are native freshwater species. The inter- 
national markets for Indian fish are pri- 
marily serviced by native species, while 
the domestic market is largely based on 
cultivated exotic varieties. 

However, India contributes only 
0.5%, which is almost negligible when 
compared with the global trade. 
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ECGC Satara 


We just won the 
MOU Award 
for Excellence. 


Honestly someone else deserves the credit. 


Our sincere gratitude goes out to the Policyholders, Exporters, 
Commercial Banks, Financial Institutions, Govt. of India, Ministry of 
Commerce & Industry, RBI, Export Promotion Council, Commodity 

Boards, Chamber of Commerce & Industry and all Trade Bodies. 
We couldn't have done it without you. 
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B MONETARY MUSINGS 


Monetary Policy 


"The worth of that is that which it contains" 


hike in repo rate - the rate at which 
can borrow from the Reserve 
Bank of India — by vet another 20 bps tak- 
ing it to 7.75%, a 50 bps hike in Cash Re- 
serve Ratio — a cash deposit that banks 
have to maintain with the RBI at the pre- 
scribed percentage of their net demand 
and time-liabilities — taking it to 6.4% so 
as to suck out about Rs14,000 cr from the 
market, and a reduction in interest rate 
that the RBI pays to banks on deposits 
maintained with it under CRR are what 
constitutes the monetary prescription of 
the RBI. It is obivously meant for: one, 
constraining the growth of liquidity in the 
system; two, make credit dearer; and 
three, deflate credit-multiplier effect — all 
in the anxiety cf arresting the rise in infla- 
tion that has already touched 6% plus. 
The high growth rates coupled with 
rising inflation have of late become a glo- 
5al phenomenon, and hence many central 
banks have either sprung into action or on 
the verge of taking corrective policy deci- 
sions. The European Central Bank and 
The Bank of Japan have each raised their 
interest rates by 25 bps, while the 
People's Bank of China has raised its one 
year rates by 27 bps, along with a rise of 
50 bps in reserve requirements. Driven by 
these global developments and its belief 
that in the long run, high inflation isincon- 
sistent with high growth, the RBI has 
tightened its monetary policy to arrest the 
spiraling growth in money supply. This 
has, of course, raised many eyebrows: 
some critics have dubbed the tightening of 
the monetary policy measures by the RBI 
as a ‘growth killer’, for, in their opinion, 
current inflation being more due to ‘sup- 
ply-side’ constraints rather than demand- 
driven, monetary measures are of little or 
no avail. Let us take a critical look at it. 
First, inflation. It hurts common man. 
To be precise, it hurts badly those who do 
not have a steady source of income. [t even 
hurts savers by adversely impacting their 
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returns on investments. It hurts export- 
ers by weakening their price competitive- 
ness — particularly in the current scenario 
of buoyant foreign exchange inflows. And, 
once inflationary expectations rise and in- 
flation gets entrenched, it becomes very 
difficult to wriggle out of it. Hence, high 
inflation is not acceptable politically. 
That aside, supply-side corrections do 
take time to respond to corrective mea- 
sures. And in the meanwhile, if credit-fi- 
nanced spending — the buying binge that 
we are today witnessing in the field of con- 
sumer durables and real estate — is al- 
lowed to rule the roost unchecked, it would 
only feed the inflation further, making the 
lives of those at the bottom of the pyramid 
more worse. No central bank worth its 
name can keep its eyes closed when that 
is what indeed is happening. 

Coming to the growth side discussion, 
we must bear in mind what textbook eco- 
nomics prescribe: macroeconomic stabil- 
ity — low inflation, stable interest rates, 
comfortable balance of payments that 
squarely rests on appropriate fiscal bal- 
ances — is the sine qua non of sustainable 
growth. In this context, the arguments of 
pro-growth advocates need to be analyzed 
from the perspective of our none-too- 
happy fiscal position. The combined fiscal 
deficit of the center and states that 
touched a high of 9.3% during 1990-91, no 
doubt, dropped to 6.3% by 1996-97, but 
again climbed to 9% plus by 2002-03. En- 
couragingly, it has shown a downward 
trend since then, touching 6.5% by 2006- 
07. Yet all is not that well with our fiscal 
gains, for we have fiscal deficits along with 
revenue deficits, which means much of 
government borrowings are used for rev- 
enue consumption rather than for capital 
investment that can at least generate re- 
turns at a future date. The current share 
of fiscal profligacy that stood at 41.5% in 
2005-06 is definitely a matter of concern, 
particularly when inflation is on an up- 


ward spiral, for it would only fuel further 
rise in inflation by simply increasing 
money supply in the system. There is yet 
another danger with continuing fiscal 
deficits: it affords the pleasure of spend- 
ing to the current generation and passes 
on the burden of debt servicing to the later 
generation. Despite these theoretical pre- 
scriptions, we are continuing with fiscal 
deficits of considerable size, and hence 
the central bank cannot sit quiet when 
inflation is fast raising its head, even if it 
meant moderating growth for a while. 

John F Nash, the Nobel laureate and 
the father of game theory, when asked for 
his views on the trade-off between growth, 
and inflation by ET in Delhi, said: “This 
question is statistical one. We can have 
an economy that would be called as grow- 
ing, but there could be no real growth at all 
if it precisely involves a growth in just the 
money supply." Continuing his interview, 
he made his preferences clear: "Growth 
without inflation would be the ideal thing 
to have". 

Looked from this perspective, it be- 
comes obvious that what the RBI did is 
quite rational. Indeed the task of the 
RBI will be more daunting in the days 
to come, for the increased capital in- 
flows, which may further grow owing to 
the recent rise in domestic interest 
rates, will only increase money supply, 
unless rupee is allowed to appreciate. 
Even that idea cannot be entertained 
for long, since it adversely impacts ex- 
ports. The trade deficit being as high as 
7% of GDP, it is essential to restrain 
growth in money supply and credit. 
Therefore, the RBI has to do a balanc- 
ing act of maintaining inflation at the 
acceptable level of, say, around 5% 
while sustaining growth momentum, 
with all moderation.m 


- GRK Murty 











Reference # 01M-2007-05-02-10 


Chartered Financial Analyst | 


M BUSINESS ENVIRONMENT 


Global Warming 


Cooler Interiors, Warmer Exteriors 





The issue of global warming was kept on the back burner until the recent 
unseasonal climatic change in India and China. Ironically, the reason cited, 
apart from heavy usage of fossil fuels is the growing usage of air- 
conditioners in this part of the populated world. 





he recent Mumbai- 
Bhubaneswar unseasonal 
rains, Shimla’s untimely snow- 
fall and the heat waves scorching most 
parts of the country even in mid-Febru- 
ary are all warning signs of global warm- 
ing. Such uneven changes in the climate 
have the most serious of outcomes in the 
form of melting glaciers, rising sea lev- 
els, higher death tolls from heat stress. 
outbreaks of dengue and malaria, all 
these and many more that are faced by 
humankind in the 21* century. However, 
this issue of global warming was kept on 
the back burner as it looked like the de- 
pleted ozone layer that protects the 
earth from harmful ultraviolet solar 
rays was healing. 
But thanks to the enormous de- 
mand for Air-Conditioners (ACs) in 
places like India and China, where the 
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equipments mostly rely on ozone de- 
pleting refrigerants such as CFCs and 
HCFC-22 gases, global warming is 
raising its ugly head again. Though in- 
ternational regulations such as 
Montreal and Kyoto Protocol are strin- 
gent to phase out the production of such 
gases in the industrialized countries of 
America and Europe by 2020, liberal 
norms were formulated for developing 
countries until 2040. However, scien- 
tists opine that such freehanded norms 
for the most populated part of the world 
would lead to more alarming conse- 
quences of global warming. 


Economic factors 

With summer around, the increase in 
demand for ACs is obvious. However, 
there are other vital factors attributing 
to this extravagance. Firstly, being the 


most populated and hotter part of the 
world, ACs have a huge market here. 
Secondly, the recent economic growth of 
both India and China has in turn en- 
hanced the living standards of their 
middle-class population, which repre- 
sents a major percentage of its total 
population. Thirdly, these countries’ re- 
cent liberalization policies have helped 
the consumers in bargaining with the 
industry competitors. All in all, it is in 
the advantage of consumers, and they 
are buying these ACs not only to furnish 
their homes but also for their vehicles, 
Thus, catering to this fast increasing 
need means increased threat to the 
ozone layer making the global warming 
issue more worrying. Its traces can be 
taken from people like Poonam Gupta, 
a Delhi resident in a hot, flourishing 
metropolis of 14 million, who wants to 
make her life cooler both in and out of 
the house. She has four ACs in her 
newly shifted apartment and can now 
afford to install an AC in her Maruti 
Esteem car too. All this is a dream 
come true for both Poonam Gupta and 
her husband due to their rising living 
standards as they are the part of the 
world’s fastest-growing economies. 


Impact and imposition 

The problem is that the Guptas’ ACs 
use a refrigerant called HCFC-22 gas, 
which depletes ozone when released 
into the atmosphere. This particular 
refrigerant is cheaper to install and re- 
fill than the latest ozone-safe chemi- 
cals used in regularized industrial 
countries. This could be better under- 
stood by assuming the lifespan of an 
AC installed in a car or in a home being 
10 years, during which period there are 
four refrigerant charges where in three 
of its charges it releases ozone depleted 
gases in the atmosphere. Even though 
no recharge is required in the year of its 
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scrapping the emission these harmful 
gases at this rate definitely require 
strict monitoring Another observation 
is that ACs not only contribute tc global 
warming directly due to refrigerant 
emissions but also contribute indirectly 
through energy consumption during 
their operation as well as when they are 
manufactured and disposed of. In all, 
many technical experts estimate that 
because of increasing usage of such 
equipments there is a 20 to 35% in- 
crease in chemical output every year in 
the developing countries. 

Though the usage of HCFC has been 
restricted in the industrially developed 
countries, Montreal Protocol, that regu- 
lates the phase out of ozone depletion 
chemicals, in contrast, allows develop- 
ing countries to continue using such 
chemicals till 2040. This exemption is 
on the grounds that industrial countries 
have already released huge quantities 
of harmful gases and the developing 
countries should be allowed to catch up 
with their counterparts economically, 
before being burdened with additional 
environmental costs. As the regulators 
are mum over ceveloping countries, 
many environmental experts are plead- 
ing that this relaxation could harm the 
globe even more. Even insurers say that 
the annual! cost of global warming in the 
coming decade, due to this relaxation, 
will hit $150 bn a year. 


Phase out process 

In the recently concluded meeting in 
Washington DC on global warming, the 
Bush administration has emphasized 





rming Impacts Using LCA 


Assessment of Global Wa 


the need to phase out the production of 
ozone depletion gases much earlier 
than 2020. In addition, equipments us- 
ing CFCs are asked to be replaced by 
modern and more efficient equipments 
based on HFCs (propane). In imple- 
menting such practice, it claims dual 
benefits; initially, directly through the 
environment where emission of harm- 
ful gases could be reduced and then in- 
directly by their energy efficiencies. Fur- 
ther in the process, various environmen- 
tal protection regulators have been 
asked to ban domestic production of 
these gases as well as prohibit the sale 
of such products that use these harmful 
gases. 

However, for the developing coun- 
tries, replacements of end-of-life or de- 
commissioning could be a very impor- 
tant tool for limiting the emission of fluo- 
rocarbon gases in the atmosphere. Such 
harmful gases need to be recovered or re- 
cycled or else destroyed at the earliest. 
Another way to go about is by helping the 
consumers identify energy efficient al- 
ternatives. Added to this, governments 
of developing countries should have a 
firm commitment to strengthening in- 
ternational responses to the risks of cli- 
matic change. For them, the solution lies 
in conserving the energy and usage of 
ozone-friendly gases which have refriger- 
ant characteristics in ACs, such as am- 
monia and hydro carbon (propane). 


Usage of alternatives 

The phase out regulations of ozone de- 
pleted gases such as CFCs and HCFCs 
by the year 2020 has kept manufactur- 
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ers of ACs on the lookout for other envi- 
ronmental-friendly alternative gases 
such as using ammonia or HCs (hydro- 
carbons). Apart from this, one should 
also check electricity consumption dur- 
ing the operation of such equipment. As 
we know, more the electricity generated, 
more the release of CO, from power sta- 
tions. Another most effective option 
would be to keep existing equipment 
operational by retro-filling with the 
above-mentioned alternative refriger- 
ant gases and also the replacement of 
the existing equipment with new sys- 
tems which represent minimum envi- 
ronmental impact and good energy effi- 
ciency. So, if one is planning to buy an 
AC this summer, do keep in mind the 
phase out norms and ask for one that is 
manufactured with alternative gases. 
Even if one is not buying an AC, usage of 
alternative energies should be stressed 
in all walks of life, which are clean and 
help keep the environment green. 


Conclusion 
Of course, every individual cannot af- 
ford to fit a solar panel on his roof as 
his contribution to check global warm- 
ing. But still, individuals can collec- 
tively contribute by way of purchasing 
carbon offset ACs, driving their cars 
less, using LPG fueled cars, etc. that 
would definitely cut the emission of 
harmful gases that contribute to glo- 
bal warming. Further, in the next re- 
filling process of your ACs, do ask the 
vendor to convert CFCs to HFC or else 
go for more environmental- friendly 
gases. Even Nicholas Stern, a former 
World Bank economist, in his commis- 
sioned report concludes that ignoring 
the recent climate change could lead to 
huge economic upheaval. This is more 
apt for the countries like India, where 
still 65% of agricultural lands are at 
the mercy of uncertain rains. However, 
the report suggested that the benefits 
of coordinated action around the world 
to tackle global warming will greatly 
outweigh any financial or human 
loss.m 

- D Satish and L Venu 
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Indian-Air India 


Merger of Promise 





The proposed merger of Air India and Indian marks the beginning of the 
consolidation era in the Indian aviation space. 


n line with the global trend of con- 

solidation, the stage is all set for 

the Indian aviation industry to cre- 
ate a single mega national carrier which 
is also poised to become South Asia’s 
largest airline. Touted as the mother of 
Indian aviation mergers, the merger of 
Air India and Indian is expected to form 
India’s largest airline with a clout to 
take on the domestic and international 
competition, 

The formal approval given for the 
merger by the Union Cabinet on 
March 1, 2007 paved the way for the 
birth of the Rs. 15,500 er airline which 
is almost thrice the size of its closest 
domestic rival, Jet Airways. Cata- 
pulting its position to be among the 
top 30 league of airlines in the world, 
the new jumbo entity has the poten- 
tial to regain the dominant market 
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share that the two state-owned air- 
lines once enjoyed, provided proper re- 
structuring efforts are put into prac- 
tice. Though the cost of integration of 
the merger is estimated to be around 
Rs. 200 cr, it is also expected to reap a 
net benefit of Rs. 600 cr by the end of 
the next three years. 


Merger motives 
The merger move, first mooted around 
20 years ago, seems to be inevitable 
now for both the public sector airlines 
which are burdened with ageing aircraft 
and are desperately in need to overhaul 
their fleets. The merger is expected to 
help the two ailing giants to revive from 
the brink of collapse. 

Air India, founded in 1932 by Tata 
group as Tata Airlines, mostly operates 
on international routes and serves more 


than 40 destinations across the globe. 
Though the government initially bought 
49% of the airline’s shares in 1946, 
making it a public company and renam- 
ing it as Air India, it subsequently 
bought the remaining stakes also and 
made it fully government-owned. How- 
ever, Air India, once considered among 
the most preferred airlines for interna- 
tional travel in the 1970s and 1980s, 
lost its sheen because of government 
apathy. As time passed by, Air India 
lost its market share to other interna- 
tional airlines which were not only ag- 
gressive in marketing and services but 
also were successful in replacing their 
old fleet of aircraft. 

On the other hand, Indian, set up in 
1953 as Indian Airlines, mostly serves 
the domestic arena besides a few neigh- 
boring countries. The airline has also 
been suffering from huge losses due to 
bureaucratic management process. 
Added to this, the private players which 
were allowed to operate are now captur- 
ing its market share with better cus- 
tomer service, attractive deals and 
lesser delays. Though at the beginning , 
India had just two domestic carriers— 
Indian, Air India—the number has in- 
creased substantially in the past couple 
of years. Now, many players like King- 
fisher, Air Saraha, Jet Airways, Go Air, 
Air Deccan, SpiceJet, Paramount, In- 
digo and Indus have entered the air 
space, 

Besides these, many others like 
Trans India, Easy Air, and Air Dravida 
have been awaiting the government's 
approval to take advantage of the air 
travel boom which has been primarily 
driven by the increased income levels of 
the average Indian. Jet airways and 
Kingfisher, closest rivals of the two pub- 
lic sector airlines, have around 44 and 23 
fleets respectively and are gearing up to 
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induct about 20 and 109 aircrefis re- 
spectively, by 2008. All these factors are 
posing stiff challenges for the gevern- 
ment-owned zirbnes which have been 
witnessing declining market shares. 

In an attermpt to increase their mar- 
ket shares, both Indian and Air India 
have started eating into each other's 
market share. The Indian Government, 
the owner of these two airlines, has fi- 
nally decided tc merge these two ailing 
giants to protect the economic interests 
of both entities as well as to realize the 
synergies. 


Leveraging synergies 

The merger of the duo is the latest buzz in 
the Indian aviation sector. The deal 
would be executed in a phased manner 
over the next two years to create a mega 
airline and thus reap a net benefit of 
Rs. 600 cr by the end of the next three 
years. One of the best-loved masects, Air 
India's Maharaje. might be retained as 
the mascot of the newly formed airline as 
well. 

The merger formalities are expected 
to be completed by 2010, forming a new 
entity with over 33,000 employees and a 
fleet size of 112 new-generation aircrafts. 
The government has already placed or- 
ders for 68 and 43 planes from Boeing and 
Airbus respectively. The merged entity 
can compete effectively with airlmes like 
UAE earrier Emirates which has a fleet 
size of 93 new aircraft, Singapore Airlines 
with 118 and Malaysian Airlines with 
110 aircrafts reszectively. 

The merged entity can effectively le- 
verage the strong domestic network of In- 
dian to room in internationa! flights 
through the class hub-and-spoke-opera- 
tions in a similar way that many global 
major airlines cc. On the other hand, the 
merged entity can reap the benefits of the 
international network —easily aecess the 
American and European aerospace — 
which Air India brings with it. 

The merged entity can also leverage 
the tax benefits to offset its losses. Since 
the Finance Ministry has given its ap- 
proval to extend Section 72A tax benefits 
of the Income Tax Act to the merged en- 
tity, it will enable the new jumbo to offset 
the accumulated losses and the unab- 
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sorbed depreciation against the future 
years’ profits. Indian can set off 
Rs. 1,150 er against the profits for the 
years to come. 

The integration plan envisages that 
the low-cost subsidiaries of both the air- 
lines be clubbed into one which would act 
as a subsidiary to the merged entity. This 
subsidiary would offer low-cost travel ser- 
vices to a selected few domestic and inter- 
national arenas. Besides this, the new 
entity is expected to work on a business 
model which would create separate Stra- 
tegic Business Units (SBUs) to look after 
different areas of service like Mainte- 
nance-Repair-Overhaul (MRO), cargo, en- 
gineering, Low-Cost Carriers (LCCs), jet 
shop and ground handling. 

Post-merger, there are more 
chances for the new entity to witness 
significant increase in valuations as it 
will emerge as a much bigger and stron- 
ger player than the individual entities. 
Hence, the concerned authorities have 
decided to carry out the IPO after the 
merger, though it was earlier planned 
before the merger. Thus, the merged en- 
tity is also poised to enjoy the benefit of 
increased valuations. 


Integration challenges 
Besides benefits, the merger is also 
likely to pose some serious integration 
challenges due to completely divergent 
operations and different fleet composi- 
tion as well as diverse organizational 
cultures. The fact that the size of the 
workforce is large makes it all the more 
difficult to carry out integration efforts 
simultaneously across all centers of the 
world. Divergent operations and fleet 
sizes of the duo bring out issues like 
managing spares, pilot training, etc. 
Different workforce with different 
pay structures and different cultures 
may also raise few human resource con- 
cerns. For instance, issues like which 
pilots should fly overseas may also turn 
out to be a matter of debate. As pilots 
flying overseas receive huge amounts of 
international allowances, crew of both 
companies will be interested to work in 
the international arena. Rationaliza- 
tion of staff could be the only solution to 
such issues. However, such rationaliza- 





tion of staff is also prone to create tur- 
bulence within the system. On the other 
hand, without rationalization, the 
merged entity cannot reap economies of 
scale. At this critical juncture, the air- 
lines should also see to it that they do 
not lose out their priced staff and pilots 
to other competitors. Against this chal- 
lenging backdrop, the aviation authori- 
ties have a daunting task ahead to carry 
out the merger integration process 
smoothly and successfully. 


Players on the prowl 

Though the merged entity can enjoy the 
privilege of increased market share, 
which is one of the objectives of the 
merger, it could just be a temporary 
benefit than a permanent one. To be 
successful in the long haul, it should 
rather address the underlying factors 
which led to the declining glory of these 
two airlines. Perhaps, after the merger 
is through, the government might 
offload some of its share to the public 
and perhaps a strategic partner would 
be brought in. All this would probably 
bring in more transparency and ac- 
countability which is very much the 
need of the hour. 

The merger of the two airlines can be 
envisaged as the beginning ofthe consoli- 
dation efforts in the Indian aviation 
space which is the fastest growing in the 
world. Air traffic to India has been grow- 
ing at a rapid pace of 4096 compared to 
15-20% growth at the global level. Pri- 
vate players are on a prowl to cash in on 
the growing demand. Jet Airways had 
felt the necessity much before, thus seek- 
ing to acquire Air Sahara in 2006. 
Though the deal had collapsed then, Jet 
Airways has recently clinched a fresh 
deal to takeover Air Sahara which is val- 
ued at $337.8 mn. Besides this, analysts 
opine that other arch rivals like King- 
fisher and Spicedet are also gearing up to 
consolidate themselves. All these specu- 
lations signify that the merger of Air In- 
dia and Indian will set the ball rolling to 
further consolidation frenzy in the Indian 
aviation space.& 


— D Satish and Y Bala Bharathi 
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TMB announces a much needed short term deposit scheme 


180 days 
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TMB brings to you yet another Short term deposit scheme that fetches you gainful addition in 
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Your hard earned money could net considerable sum in a short span of time. 
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SRI Funds 





Making Money Morally 


m ABN:AMRO 





With the launch of India's first socially responsible mutual fund by ABN 
AMRO ME the Indian investors would be poised to score fair returns and 
stay socially responsible at the same time. 


SRI fund can have a good potential if 


the modalities of these funds are ex- 

plained to the investors. The investors 

will prefer to invest in these schemes 

based on the risk-return profile of a par- 
acular product. 

—Nityanath Ghanekar 

CEO and MD, 

JM Financial Mutuai Fund 


o you ever feel uncomfortable 
investing in companies which 
damage the environment? Do 
vou try to avoid investing in tobacco, li- 
quor, or weapons companies? Do social, 
ethical and environmental issues mat- 
ter to you more than other parameters 
when it comes to investing? Then, here 
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is a fund, recently launched by ABN 
Amro Mutual Fund that might suit 
your ethical investment criteria. ABN 
Amro Sustainable Development Fund 
is India’s first Socially Responsible In- 
vestment (SRI) fund which promises to 
beef up the investor’s financial future as 
well as the planet's security. Taking the 
cue from this pioneer fund, many more 
funds are expected to follow suit. 


Niche to mainstream 

SRI fund enables investors to make so- 
cially conscious decisions when it 
comes to investing their money. It has 
been gaining popularity in recent years 
with the gaining prominence of Corpo- 
rate Social Responsibility (CSR). 


CSR, essentially, is about a company's 
commitment to the community, and 
the society at large. It profoundly be- 
lieves in the principles of sustainable 
development which advocate that the 
companies should take the social and 
environmental consequences of their 
activities into consideration before 
looking at the usual financial factors 
and finalizing their business deci- 
sions. 

In recent times, many companies 
have started viewing CSR as a long- 
term business prerequisite which has 
resulted in heightened interest in the 
adherence to the CSR principles. 
Apart from this, more and more con- 
sumers are also increasingly focusing 
on and attaching greater importance 
to the CSR performance of the compa- 
nies from which they buy the goods and 
services. Of late, an increasing number 
of fund managers and investors have 
started giving much importance to the 
CSR principles while taking invest- 
ment decisions. All these factors have 
significantly contributed to the resur- 
gence of SRI industry, which has 
evolved into a mainstream segment 
from its earlier avatar of being a niche 
segment. 

The concept of SRI is not new to the 
global investing universe. The evolu- 
tion of the concept dates back to an- 
cient biblical times when Jewish laws 
laid down norms to encourage ways to 
invest ethically. Later, for many hun- 
dreds of years, a significant number of 
religious investors avoided investing 
in 'sin stocks' of companies such as to- 
bacco, alcohol, weapons and gaming. 
The modern roots of SRI can be traced 
to the 1960s when issues like civil and 
women's rights, anti-war and anti- 
nuclear movements created a sense of 
social responsibility among people. 
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INTERVIEW 


India has the potential to be an attractive market for SRI strategies. This is an ideal time for 
SRI strategies to emerge in India because SRI issues have the potential to identify material 
differences in the performance profile of leading Indian companies. 


In the recent years, the concept of Socially Respon- 
sible Investment (SRI) has been gaining momentum 
in developed economies. What are the reasons for 
this increasing popularity? 

Socially responsible investment, also known 
as sustainable and responsible investment, 
focuses on the concept of informed investment. 
As investors look to equity markets to provide 
long-term investment returns, it is only natu- 
ral that they should begin thinking about how 
to define a ‘good’ company. SRI offers both 
products and processes which can help inves- 





How far does these funds aid in augmenting the 
transparency, disclosure levels and the social con- 
scious of the corporate world? 

In general, SRI investment styles rely more 
on thorough corporate disclosure. Many com- 
panies have practices which shape ESG per- 
formance. Nonetheless, they are not yet ac- 
customed to disclosing the ESG fundamen- 
tals in a consistent and comparable fashion. 
As a result, the emergence of SRI funds can 
be a vital tool in encouraging better disclo- 
sure—for the benefit of all investors. For ex- 


tors align their values with their investment Melissa Brown LS ample, although we know that climate 
styles vis-à-vis the environmental, social, and Execantive Director, Association change and water scarcity will have a signifi- 
4 s of Sustainable and Responsible 


corporate governance (ESG) issues. 


What are the benefits and challenges of SRI from the 
investors’ as well as the fund managers' perspective? 
It is important to stress that SRI funds are diverse and cannot 
be considered a homogenous asset class. We have SRI growth, 
value, and hedge funds—all with different performance param- 
eters. The most common investment strategies involve screen- 
ing, best of breed analysis, and thematic SRI investing. Screen- 
ing is a technique where potential investments are analyzed 
according to set performance criteria, and companies which 
cannot meet certain ESG standards are omitted from the in- 
vestible universe. While screening can place limits on sector 
exposure, especially if companies are omitted based on product 
exposure such as tobacco or alcohol, it is an effective tool for 
meeting investor criteria in a transparent fashion. By contrast, 
best of breed strategies preserve sector allocation choices, but 
steer stock selection toward the best ESG performers in any 
given sector. This strategy provides incentives for improved 
ESG disclosure and performance, regardless of the sector. Best 
of breed funds often have a value orientation, targeting high 
quality companies at a reasonable price. Thematic SRI funds 
can include a wide range of innovative funds which aim to cap- 
ture a performance advantage by identifying new opportunities 
in fast growing sectors such as renewable energy, low carbon 
industry, and good governance companies, and emerging green 
lifestyle sectors. These funds, sometimes called ‘industries of 
the future’ funds, often perform like growth funds with greater 
short-term volatility. 
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cant impact on leading Asian power and 
building materials companies, few of them 
disclose their carbon emissions or water us- 
age profiles. Similarly, many Asian compa- 
nies have numerous group companies, but are reluctant to es- 
tablish transparent policies for handling related party transac- 
tions. When companies choose to fund themselves from public 
markets, it is only natural that they will need to meet the evolv- 
ing disclosure needs of investors. Thanks to their greater knowl- 
edge of disruptive new policy issues and consumer market 
trends, SRI funds can play a crucial role in helping companies 
move to a more market-sensitive style of corporate disclosure. 


ABN Amro has recently launched India's first SRI fund. How successtul 
would such funds be in emerging economies like India? 

India has the potential to be an attractive market for SRI strat- 
egies. The economy is diversified and there is broad sector expo- 
sure in the market. For example, sectors like healthcare and IT 
services which are often favored by SRI investors are well repre- 
sented. In addition, the investing public in India is accustomed 
to a broad-based debate about ESG issues. At the same time, it 
is clear that Indian companies are ready to address a range of 
ESG performance issues in a strategic way. Leading Indian com- 
panies are operating internationally and now face a sophisti- 
cated range of strategic policy issues related to governance, re- 
source usage, and the social impacts of corporate activity. This is 
an ideal time for SRI strategies to emerge in India because SRI 
issues have the potential to identify material differences in the 
performance profile of leading Indian companies. 
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More recently, issues such as 
Chernobyl and Exxon Valdez oil spill, 
rising concerns about global warming, 
and risks asscciated with ozone deple- 
tion to the planet have brought ferward 
the gravity of the environmenta! con- 
cerns among the social investors m the 
recent few years. 


The ‘three’ cheers 

SRI funds, typically, adopt an invest- 
ment strategy that satisfies both the 
financial goals and personal values of 
the investor. Its approach typically in- 
tegrates financial. social, and environ- 
mental criteria into the investment 





to reap the profits. 


process. The var:eus terms such as so- 
cial investing, socially responsible in- 
vesting, ethical investing, green invest- 
ing, socially conscious investing, so- 
cially aware investing, values-based 
investing anc mission-related invest- 
ing almost convey the same meaning 
and refer to the same investment pro- 
cess of SRI funds. As opinions differ on 
what makes a company socially re- 
sponsible, funds of different criteria 
have been consistently evolving to at- 
tract more diverse range of investors 
with a certain social quotient. 

Fund managers usually employ 
three strategies to promote the social 
and environmentally responsible busi- 
ness practices. They are: screening, 
shareholder advocacy strategy and 
community investment programs. 
Screening can be done in two ways: 
negative screening and positive screen- 
ing. Negative screening involves avoid- 
ing investing in the companies whose 
products and policies conflict with the 
fund’s investment criteria. Positive 
screening invo_ves the inclusion of 
firms which meet their social and ethi- 
cal criteria by exhibiting demon- 
strated skills in areas such as product 
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If alternative energy sources live up to the hype 
they have created, SRI funds will be well placed 


design, community development, envi- 
ronmental practices, and human 
rights. 

On the other hand, through share- 
holder advocacy strategy, retail share- 
holders are in a position to influence 
the management of the company and 
ensure that its policies conform to 
their ideas and values. They can pass a 
resolution and thereby compel the 
management to take necessary mea- 
sures to adhere to the CSR principles 
in all cireumstances. Another strategy, 
community investment, entails 
greater involvement of investors who 
usually direct their money to the enti- 
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ties that are committed to the develop- 
ment of the underprivileged social 
groups, regions and neighboring coun- 
tries. Community-based investments 
help the underserved people to im- 
prove their standard of living, develop 
their own small businesses, and thus 
create jobs for themselves and their 
neighbors. 
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Gaining global glory 

Though SRI funds follow different 
strategies to lure more number of in- 
vestors, still some investors are skep- 
tical about their returns. However, the 
growing popularity of these funds sig- 
nifies that investors don't have to in- 
vest in these funds at an opportunity 
cost of lower returns. The figures dem- 
onstrate that these funds, as a group, 
offer almost similar returns as that of 
other US funds as a whole. Some of the 
top SRI funds consistently outper- 
formed their benchmarks. Quite inter- 
estingly, since the mid-1990s, the 
money that has flown into SRI funds 
globally outpaced that into conven- 
tional funds. The total SRI assets 
surged more than 258% from $639 bn 
in 1995 to $2.29 tn in 2005, while the 
broader universe of assets under pro- 
fessional management increased less 
than 249% from $7 tn to $24.4 tn over 
the same period. 

Calvert, Pax World, Citizens, Do- 
mini, KLD, and Parnassus are the 
leading SRI funds which manage sev- 
eral billions of assets under manage- 
ment. Others include Green Century 
Funds, Walden Asset Management, 
Trillium Asset Management, etc. To 
further increase the comfort of the re- 
tail investors, many indexes have 
emerged. The most commonly used so- 
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SRI Performance: Global Picture 





Source : outlookmoney.com 


cially responsible investment indexes 
are Dow Jones Sustainability Group 
Index, The FTSE4Good Index Series, 
Jantzi Social Index (Canada). The 
Calvert Social Index (US), The Do- 
mini 400 Social Index (US), The Citi- 
zens Index (US), and NPI Socia! Index 
(UK). 


Indian fund — Global score 

Though the SRI investment process is 
quite popular in the West, it is cf late 
catching up even in Asian economies. 
Interestingly, these funds have made 
their way to India with the recent 
launching of Ind:a's first socially re- 
sponsible fund known as ABN Amro 
Sustainable Development Fund 
(ASDF). ABN AMRO MF, the fifth larg- 
est SRI fund in Europe, has started 
wetting its toes in India after experienc- 
ing success with its latest emerging 
markets funds focused on Brazil and 
China. 

ASDF has appointed the indepen- 
dent rating agency, CRISIL, to come 
out with a list of stocks which score 
high on parameters such as environ- 
ment-friendliness and corporate gov- 
ernance. CRISIL filtered the relevant 
companies by choosing from out of 500 
the Indian companies that comprise 
of stock index S&P CNX 500. CRISIL 
selected the companies by using Envi- 
ronmental, Social, and Corporate 
Governance (ESG) template based on 
the public disclosures made by com- 
panies. The filter used two screens 
and framed a hundred questions on 
governance parameters and another 
hundred on social and environmental 
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parameters. CRISIL explained, “For 
assessing Indian companies we have 
developed an ESG screen/template 
which is based on global benchmarks. 
For example, our screen on governance 
takes into account OECD global 
guidelines. Similarly, the environ- 
ment and social screen takes into ac- 
count Global Reporting Initiative, 
ILO labor and employment conven- 
tion, Kyoto Protocol, etc." 

After considering the companies' 
score against these questions, a final 
score was given which filtered down the 
list to 245 companies. Then the ABN 
AMRO investment team would do 
their own financial analysis of these 
245 companies and would pick-up 
around 30-35 stocks which they con- 
sider would fetch good returns. ASDF 
is a three-year, closed-ended, and di- 
versified equity fund. After three years 





all investors. 


of tenure, it would be automatically 
converted into an open-ended fund. 
Though there would not be any entry or 
exit loads for a closed-ended fund, how- 
ever, if the investor wishes to sell the 
units before the tenure, he would be li- 
able for an exit load. The fund plans to 
put 65% of the fund's assets in 
screened companies, and the remain- 
der in other regular financial instru- 
ments such as stock, debt and money 
markets. With an investment objec- 
tive of long-term capital growth, the 
fund offers regular plan with growth 
and dividend options. 


Sustainable future 

Globally, the environmental concerns 
such as global warming and increasing 
energy costs are increasingly forcing 
governments and people to opt for al- 
ternative energy technologies. If alter- 
native energy sources live up to the 
hype they have generated, then SRI 


funds will be well placed to reap the 
profits. The next few years will be cru- 
cial for the long-term future of SRI 
funds. 

Even in India, efforts are underway 
to give a push to SRI funds. A consor- 
tium of CRISIL, S&P, and KLD Re- 
search & Analytics has recently won a 
$500,000 grant from International Fi- 
nance Corporation (IFC) to create an 
ESG-based index of leading Indian 
companies. Melissa Brown, ASrIA's 
Executive Director, elucidates to 
Socialfunds.com, ^A number of Indian 
companies are working on their 
sustainability profiles. By Asian stan- 
dards, Indian management teams 
have a high comfort level in talking 
about these issues, thanks to a strong 
civil society tradition. The question 
will be how quickly can they develop 
the strategies and systems necessary 


The emergence of SRI funds can be a vital tool in 
encouraging better disclosure for the benefit of 


to demonstrate performance". 

The partnership, thus, hopes to en- 
courage investment in India and sub- 
sequently in other emerging markets 
by channeling funds to corporations 
which are good corporate citizens. This 
ESG index, expected to be launched by 
end of this calendar year, might facili- 
tate mutual funds to launch more SRI 
funds or any such other thematic funds 
in future. All these may put more pres- 
sure on Indian companies to improve 
further on social, environmental, and 
governance fronts. Therefore, the day is 
not too far when the transparency and 
disclosure levels of corporate India will 
measure up to our expectations. As the 
seeds are sown for future sustainable 
development, our future generations 
can relish the fruits of greater 
sustainability.m 


- Y Bala Bharathi 
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Excitement Begins, Now 
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Gaming industry, one of the fastest growing entertainment segments, has 
emerged as a mass-market form of entertainment and is expected to grow 


to $46 bn by 2010. 





n today's information age, video 

games have become an integral 

part of our daily lives and are influ- 
encing cultures across nations. Young 
people are adopting this new form of en- 
tertainment quickly and even the middle- 
aged are being attracted to them. Against 
this backdrop, the video game industry 
has become a multi-billion dollar behe- 
moth and traversed from university labo- 
ratories to the living rooms. Video games 
have evolved into the ‘third space’, where 
virtual excellence wins over reality at- 
tracting the young and old alike. It's all for 
fun, where there is no fear of losing as 
there is always a next time. 

The gaming industry is one of the fast 
growing entertainment segments, with a 
market total of $25 bn. It has emerged as 
a mass-market form of entertainment 
and leisure for those in the age group of 
15-30, across the globe. Leading the gam- 
ing industry, video gaming is cyclical in 
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nature as new consoles are launched every 
five or six years. The last cycle began in 
2000, and Sony's PlayStation 2 (PS2) 
emerged as the clear victor, far outselling 
Microsofts Xbox and Nintendo's 
GameCube. However, in the new cycle, 
which began in 2006, Microsoft's Xbox 360 
has started dominating the market 
against the PS3 and the Wii consoles. In 
each cycle, by increasing the power of the 
hardware, the consoles are adding better 
graphics and innovative games. The game 
war has just started and all three players 
are claiming to be on top. 


The growth potential 

According to PricewaterhouseCoopers' 
latest report, the video game market will 
expand at 11.4% from $27 bn in 2005 to 
$46 bn by 2010. The trend of online gam- 
ing via PCs and consoles is fueling the 
console market. The upcoming next gen- 
eration game consoles, and games are 





not meant for just youngsters, but also 
for elderly people. The life-like charac- 
ters, graphics, fast processors and sound 
effects give the users the feeling of being 
in another world, thus winning them- 
selves a space in the shelves of every 
house. The industry, which was earlier 
confined to a small segment, is booming 
at a rapid pace now and attracting the 
young and old alike. 

The industry, which is referred to as 
interactive entertainment, has tripled 
its sales in the last decade and is grow- 
ing at the rate of 20% a year. According to 
the NPD Group, a market research firm, 
sales of video game consoles in the 
month February 2007 rose by 53% when 
compared to the same month in 2006. 
Even the Indian market is also fast 
catching up in this race, expecting to gen- 
erate a revenue of more than $100 mn in 
the current fiscal year. The industry 
watchers estimate that in 2007 the rev- 
enues may increase up to 23% reaching 
$16 bn. There is a possibility of extend- 
ing mobile connectivity to online gaming 
platforms such as Wii, 360 and PS3, 
which drives the demand for communal 
gaming across all integrated platforms. 
Right now, the mobile gaming market is 
worth about $200 mn in the US, whereas 
in India, it is around $3 mn. According to 
Microsoft estimates, PC gaming is ex- 
pected to grow up to $9 bn by 2010, from 
$3 bn. Parks Associates research shows 
that 40% of gamers who play both con- 
sole and PC games are also interested in 
cross-platform playing. Application de- 
velopers have the capability to connect 
gamers across various mobile and online 
platforms, which leverage mobile-to-PC 
and mobile-to-mobile games. 


sizzling competition 

Gaming giants, Microsoft, Sony and 
Nintendo, are combating for dominance 
in the $30 bn video game industry. These 
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three majors have eome out with their 
new conscles to capture the minds of gam- 
ing enthusiasts. Microsoft has boosted its 
sales to 10 million Xbox 360s since its 
launch in November 2005, bestselling for 
its line-up of games. It claims that Xbox 
360 can connect wirelessly to Windows 
XP-based home PCs, by which PC users 
can store photos, music and movies. It 
supports high-definition graphics, which 
make the games more real and interest- 
ing. On theother hand, Sony's PS3 has the 
ability to store firmware of sizes up to 18 
MB, rewritable Blu-ray discs and 
Bluetooth keyboards. Since its controller 
is a motion-sens:ng one, the user can 
move the character just by moving the 
controller. PS3 created a record of 600,000 
sales in the first two days after its launch 
in Europe, despite being the most expen- 
sive-selling at $499 to $599, depending on 
the configuration—as the Europeans are 
pretty agnostic anc tend to buy whatever 
has the ceolest games. According to ana- 
lysts, Sony need not strive to hit one mil- 
lion conscies in Europe as there is a great 
demand from dedicated gamers. The elec- 
tronic major is struggling to produce 
enough key components such as the Blu- 
ray optical drive, high density disks and 
the advanced cell processors to play high 
definition movies. At present, Sony is 
planning to launch PS3 in India in April 
2007. 

The Japanese giant, Nintendo’s next 
generation conscle Wii appeals to the 
‘traditional gamers’. Bill Gates opines 
that Microsoft sees Nintendo as the 
toughest competitor and many gaming 
magazines consider Wii as a product 
which changes the gaming culture. Time 
magazine commented that Wii sports 
might be “the greatest video game ever 
made”. Even the older generation, who 
never played video games before, have 
started controllinz Wii remotes. With its 
motion-sensitive wireless controller, 
even non-gamers can quickly play golf, 
bowling er tennis. The wireless control- 
lers can also detect motion and rotation 
in three dimensions. It consists of a Wii 
remote that can be used as a pointing 
device. The remote has a built-in motion 
sensor which cen sense how players 
swing, peint and tilt the controller, en- 
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couraging game titles to incorporate ac- 
tivity. For example, to swing a sword, the 
user has to just simulate the action of 
swinging a sword. Thus, it helps in reduc- 
ing the complexity of games so that it 
appeals to even the non-gamers. But 
some critics opine that this low-cost con- 
sole lacks the ‘high-definition’ graphics 
which its rival, Xbox 360, provides. How- 
ever, IDC, a market research firm pre- 
dicts that Wii will be the best-selling 
console by 2008. Being the cheapest con- 
sole in the market, Wii, the top-selling 
video game console, is creating its own 
niche market as well as grabbing the 
sales from its competitors, which was 
proved when it sold 335,000 units even 
during dull months like February 2007. 
Microsoft has put in a solid performance 
by selling 228,000 units of Xbox 360s, 
but Sony's PS3 is doing worse as it could 
manage to sell only 127,000 systems. 


Survival strategies 

As consumers are fed up with the lengthy 
tutorials and hefty instruction manuals, 
game makers are trying to garner the 
market share by focusing more on better 
titles. While designing a game, none ofthe 
game developers have women in mind; 
nor do they think of targeting this niche 
segment. Addressing the trendy women, 
Reliance Group recently announced its 
humble beginning of Zapakgirls.com, of- 
fering international quality games. To in- 
crease the consumer loyalty, publishers 
need to produce distinctive games and 
maintain a line-up of games, as Xbox 360 
is providing. Game developers have to 
keep the long-term future in mind instead 
of focusing on just a couple of years ahead. 
Game makers like Games2Win and 
Zapak are investing heavily to build Mas- 
sive Multiplayer Online Games 
(MMOGs) platform such as World of 
Warcraft, which has 8.5 million world- 
wide subscribers. Zapak alone is planning 
to invest $100 mn over the coming three 
years. 

There is an ongoing war between con- 
sole gaming and personal computers. 
Gamers need not invest in a PC and a con- 
sole separately when they can get a PC 
that will do both. Games have become 
‘costly toys’ in countries like India, as 
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gamers have limited budgets to pick-up 
consoles. In India, 7096 of the content con- 
sists of international titles or based on 
borrowed formats, which drives for high 
prices. With the rise in development costs, 
the game developers are unlikely to make 
profits until 2008 for their new titles as 
people will always gravitate towards a 
competitively priced product. For a coun- 
try like India, game makers need to de- 
velop low-cost consoles and the compa- 
nies need to follow new strategies to re- 
duce prices of the consoles. Microsoft of- 
fers Xbox 360 for $400, without its built- 
in, high-definition DVD player. Similarly, 
the Japanese giant Sony is reducing the 
number of components in the console to 
cut down the price. Microsoft has adopted 
a new strategy, which involves financial 
assurances to publishers by having an ex- 
clusive deal with third party publishers. 
While Microsoft has put in a solid perfor- 
mance by selling 228,000 units of Xbox 
360s, Sony's PS3 could manage to sell 
only 127,000 systems. Both the electronic 
majors are changing their marketing 
strategies by focusing more on the entire 
family rather than on individuals to in- 
crease their sales. To attract elderly 
people, Xbox Live has made it easy to ac- 
cess and buy music and movies, and even 
interact with their favorite stars. While 
Sony is under the belief that sales figures 
depend on the number and quality of 
games, Nintendo is focusing on more inno- 
vative games to attract a wider range of 
consumers. 


Growing concerns 

As more and more children turn to video 
games, the younger generation is tending 
towards solitary confinement, which is 
bound to have adverse effects on their 
psychology. Gamers who play violent 
games are inclined to possess more ag- 
gressive thoughts, behavior and feelings 
than those who play non-violent games. 
Many researchers warn that violent 
video games create more harm than vio- 
lent films as the games are more interac- 
tive and the player identifies with the 
aggressive character. Others see video 
games with a positive eye and profess 
that it improves memory and the ability 
to make quick decisions, and adds a 
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INTERVIEW 


Going forward, the console market might soon find itself under a lot of pressure 


with low-cost products like the Wii being the safest among the lot. 


How do you view the ongoing boom in the 
game console market and how far is digital dis- 
tribution fueling this growth? 

Not very much right now. The market 
continues to be fueled by traditional 
games, but we are seeing the beginning 
of a change, particularly for casual 
gamers, which suggests that digital dis- 
tribution may fuel the next wave of con- 
soles. 


Experts say a mass market is round the corner. 





news has been mixed. Recent studies 
suggest that there may actually be ad- 
vantages, and Nintendo's Wii was bril- 
liant in that it featured popular games 
that got kids off the couch. I think we 
will be seeing many more active games 
in the future, as a result. Culturally, 
game makers are learning to target de- 
mographics, focusing on women more in 
general, and focusing titles better on 
the critical Asian and North American 
markets. Europe is more difficult, but I 
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present business models support that kind of 
change? 

Given the size of the existing market, a 
mass market product isn't that big a 
jump. However, set-top boxes that focus on the need for 
digital content will increasingly have ease of use and 
technological advantages (they can be changed out 
more quickly and are often less expensive, quieter, and 
will be easier to use). A company to watch closely here 
is Cisco. They will have what may be a game changing 
set-top box in the market in the second half. Also, don't 
forget Apple TV, a media extender. While incomplete 
now, Apple is no slouch and should be able to do nice 
things once their offering matures. 


What would be the impact of "Video Game Decency Act of 
2007" on the industry? 

Not a great deal as far as I can tell. Hot titles continue 
to sell well and bad titles don't, regardless of the rat- 
ings. Disclosure is important but, at this point, the 
questionable material is as likely to drive more sales 
as not. 


Comment on the other side of the video gaming industry like 
piracy, health hazards, cultural implications, etc. 

Piracy continues to be a problem, particularly for a 
market where the consoles are subsidized by the 
games. This may eventually be eliminated by the re- 
quirement that consoles be connected, because then 
software can be validated online before use. Health 
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that Massive Multiplayer Online 
Games (MMOGs) seem to often make 
the transition across both language 
and cultural barriers on the PC side, 
and the same may eventually happen with consoles 
creating player groups who regularly play across 
borders. 


How do you see the video game console market a few years 
down the line? 

The big battle is between PC and Console gaming. 
PCs are gaining performance so quickly that it won't 
be hard to add console capability to them (and this is 
being considered at Microsoft). If I can get a PC that 
will do both at a price not too different from that of a 
Console (realize that Xbox accessories work on PCs 
today) then why would I get both? In addition, set-top 
boxes focused on media will increasingly be a better 
alternative for the media. Going forward, the console 
market is going to start coming under a lot of pres- 
sure with low-cost products like the Wii being the saf- 
est. 

In the end, I really wonder if we will have game con- 
soles in 2015. Looking at the current trends, I kind of 
doubt it. At least, not to the level we have today, unless 
they evolve. And if they evolve, will they truly be that 
different from PCs? You might argue that! Basically, 
they are simply PCs with artificially limited features 
today. 


May 2007' 23 


Business Environment 





sense of respons:bility and ownership. 
They also say tha: these games can be 
used in physiotherapy treatment and in 
pain management applications by di- 
verting the attention of the plaver from 
the sensation cf pain to the game. 

Since the inception of digital media, 
the problem of piracy has been like a thorn 
in the flesh. The video gaming industry is 
not an exception to it. A copy cf the zame 
must be made by the owner himself, and 
downloading, sharing or distribution of 
games is illegal. Steve Weinstein, the Ex- 
ecutive Vice-President and Genera! Man- 
ager of Macrovision's Entertainment 
Technologies Group, says: “The preva- 
lence of high-speed Internet, and the 
availability of pirated games on websites 
and peer-to-peer networks have made 
cownloading pirated games relatively 
easy and widespread...game piracy will 
increase rapidly over the coming months 
and years as gamers hone their download- 
ing methods and behaviors.” Despite the 
measures taken by publishers and gov- 
ernments, the problem still persists and 
there are no signs of end to it. On the other 
hand, there is no harm done if the games, 
which are no longer being produced, are 
pirated. 

In order to prohibit unethical and ille- 
gal acts and practices, the US government 
reintroduced the Video Games Decency 
Act of 2007 to make it a federal crime to 
sell or rent violent video games to the 
young. The Entertainment Software Rat- 
ing Board (ESRB), the industry beard 
that rates video games, revealed that it 
has the power to fine the game makers, if 
unacceptable content is not disclosed. 


Outlook 

With the evolution of the mobile era, the 
console market has had to put up with a 
lot of bother. The surging mobile technol- 
ogy and wireless connectivity are provid- 
ing more than 2 billion world subscribers 
access to e-mail, games, music, video, the 
Internet and many other exciting applica- 
tions. With the accessibility of the broad- 
band Internet, online gaming sites are 
challenging the consele market. Mebile 
plavers are also offering their own online 
marketplaces for dewnloading small 
games. To overcome the problem of reach- 
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The real rally will come from cyber café. 


How do you view the ongoing boom in game console market? 
The console in India is a rich boy's toy. The cost of a console is 
typically upwards of $500, which is very expensive for a middle-class 
Indian household. Gaming is a passion among the youngsters and will 
go beyond the consoles in India. | don't think that the console players 
will really be part of the mass boom of gaming in India. The real rally will 
come from cyber café and broadband home-driven gaming that is 
more ‘online’ and ‘multi-player’ than just console-driven. Most games 
will be free to play and only based on micro payments for in-game ~" 
avatars. The console folks will be far away from the large crowds. Alok 

Founder and CEO, 
"ope lanai das cere a www.games2win.com 
Kids will just get more curious about certain titles and seek any means to lay their hands on titles. Since 
games are played by young people directly without the supervision of their parents, there will be little impact 
due to any regulations. It is only when the publishers begin to police themselves will suitable content reach 
the young, impressionable people. 


What are the implications on the industry? 

Each country is unique in the way it reacts to gaming. In India, given the low GDP piracy will definitely 
be a concem and really clever game publishers should use the 'distribution effect" of piracy to their 
advantage rather than try and create unnatural roadblocks for themselves. Very aggressive, gruesome, 
violent games definitely leave young people with negative impressions and it's the job of the publishers 
to actually monitor themselves rather than depend on external censoring agencies. | think there is a lot 
of scope to make games arounc Indian mythology that lends itself so well to gaming and in this way 
'edutain' the younger generation through gaming about values and our heritage. Though much has 
been written about the negative effects of gaming, there are also many positive effects. Role playing in 
games adds a sense of responsibility and ownership. Gaming improves memory, reflexes and the ability 
to make quick decisions. Games built around 'virtual commerce' also impart a sense of the real world 
commerce to the younger generation and make them learn the value of money. 





How do you see the video game console market a few years down the line? 

| see a synergized and blended market with the console really becoming one cog in the entire gaming 
wheel. Consoles like the Wii would really draw the casual games to the console, thereby opening up the 
market of gaming to a much larger set of consumers. | also see South Asian countries (maybe, South 
Korean) which could really develop much cheaper consoles for the lesser GDP countries. 


ing the masses, console companies need 
to come out with gaming cafes. Besides, 
the sales of PCs that offer free games are 
also adding further pressure to the con- 
sole market. Against this backdrop, the 
future of gaming appears interesting to 
watch. Experts say all the major console 
leaders need to create a gaming forum, 
take up a common hardware and license 
the technology to any company which 
wants to build a game machine. However, 
in the days to come, video gaming is bound 
to remain as a bigger source of entertain- 


ment for the young as the industry contin- 
ues to grow. The future of gaming will not 
be any different from the future of any 
other form of entertainment. However, 
the future ofthe gaming industry in coun- 
tries like India depends on how parents 
understand and appreciate it based on 
their children's educational needs and 
their overall development by using these 
games.m 


- N Janardhan Rao and B Suma 
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Ab "i Bank Now brings down its 
Inter Rate to fulfill your È 


| Loans & Advances: Interest Rate p.a. 
| |. House Repairs Loan/Personal Loan 12.00 
| Education Loan 11.00 








lll. Rent Securitization Loan 10.50 

| IV. Woman Entrepreneur 10.50 

© |V. Loans & Advs. to Educational Institutions 11.00 
VI. Mortgage Loan (with equitable mortgage) 12.00 


. Secured Loans/Cash Credit Facilities (Priority Sector Advances) 11.00 





e 15 Branches provide eleven hours customers service in two shifts & Sunday Banking 
e 24 Hours ATM Services are available in 32 branches 

e Citizens Co-op. Bank's, Pune Merged with our Bank w.e.f. 03.07.2006 

e No. of Branches in Maharashtra is 52 with | Extention Counter 


FINANCIAL HIGHLIGHTS AS ON 31.03.2006 


(Amt. in Crores Rs.) 


Deposits : 1835.86 CRAR : 39.6596 
Loans & Advances : 914.87 Net NPA : 096 
Total Investment : 1263.52 Net Profit : 72.69 
Share Capital & Reserves : 514.44 


ABHYUDAYA 


CO-OP. BANK LTD. 


(MULTI STATE SCHEDULED BANK) 
K.K. Tower, G.D.Ambekar Marg, Mumbai-400 012. 
Phone No.: 24140961-64, 56053690; Fax: 24139782 
Visit us at: www.abhyudaya.com 
E-mail: secretarial@abhyudayabank.net 


TRUSTED BY MILLIONS OF DEPOSITORS, SHAREHOLDERS AND CONSTITUENTS 
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ESOPs 


Is the Party Over? 
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The move to bring ESOPs into the FBT net may not only act as a spoilsport to 
retain the best talent but may also signal the end of the ESOPs era. 


The inclusion of ESOPs under FBT 
will add to the challenges being faced by 
employers in knowledge-intenstve in- 
dustries in attracting and retaining 
world-ciass talent. 

— Ashank Desai, 
Non-Executive Chatrman, 
Mastek Ltd. 


n this new millennium, knowledge 

plays a vital role in the progress of 

the erganizations. Hence, it be- 
comes imperative for corporations to 
recruit and retain a pool of knowledge- 
able employees. Nonetheless, this 
poses a great challenge to the organi- 
zations given the backdrop of the in- 
creasing rate of attrition. Factors such 
as shortage of sxilled manpower and 
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increasingly competitive business 
landscape have compelled organiza- 
tions to look out for innovative ways to 
retain competent employees. Against 
this backdrop, Employee Stock Option 
Plan (ESOP) has emerged as an effec- 
tive tool, in recent years, to motivate 
and retain talented employees. 
Nevertheless, the cencept of ESOP, 
which has become the corporate man- 
tra for employee retention, may soon 
lose its charm once the proposal for the 
imposition of Fringe Benefit Tax (FBT) 
on ESOPs becomes a reality. In the 
Union Budget 2007-08, the Finance 
Minister of India, P Chidambaram, 
has announced that ESOPs will come 
under the tax ambit as he intends to 
further stretch the FBT net to ESOPs. 


Hence, the ultimate victims of this 
proposal, the employers, who are des- 
tined to bear the brunt, are likely to 
disapprove the issuing of ESOPs. In 
other words, the move may signal the 
end of the golden era of the ESOPs as 
analysts predict that the corporate 
world may embark on more viable mo- 
tivational tools to retain their best tal- 
ent. 


The ‘two’ options 

ESOPs are typically tax qualified, con- 
tribution defined, employee benefit 
plans intended to provide employees 
with an ownership stake in the com- 
pany that they work for. ESOPs, gov- 
erned by the Employee Retirement In- 
come Security Act (ERISA), were given 
a specific legislative framework in 
1974. As per the framework, they can 
avail themselves of the tax benefits, 
provided they abide by certain rules. 
Among many other requirements, 
ERISA mandates that ESOP assets 
should be held in trust, and also im- 
poses fiduciary norms on those who 
manage and administer the assets. To 
abide by these norms, the company 
has to set up a trust which holds the 
stock to be purchased by the company. 
Later, it appoints an individual or an 
institution as a trustee. 

The company, however, can proceed 
with one of the two forms of ESOPs, 
such as leveraged and non-leveraged. 
Nevertheless, the most popular form 
is leveraged ESOP. which facilitates 
borrowing of money from the bank or 
any other commercial lender. Either 
the company or the trust can borrow 
the money and loan the proceeds to the 
ESOP. If the trust borrows the funds 
directly, it entails for the guarantee 
from the company. To facilitate the re- 
payment of the loan amount, the com- 
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INTERVIEW 


The introduction of FBT on ESOPs in the hands of employers will make it more 
expensive for employers to retain skilled employees. 


The Union Budget 2007-08 has come up with the pro- 
posal that ESOP will be placed in the hands of the 
employers as it is considered a fringe benefit. What dif- 
ference does this make to the employer as well as the 
employee vis-a-vis the earlier procedure? 

Akil Hirani: Currently, if shares under an 
ESOP scheme are offered to employees in 
conformity with the Income Tax rules, and 
the ESOP scheme is filed with the income 
tax authorities, the difference between the 
fair market value of the shares on the date of 
allotment/exercise and the exercise price of 
the shares will not be treated as a perquisite 
in the hands of the employee, and will not be 
taxable as income under the head of ‘Salary’. 
However, if the ESOP scheme is not filed 
with the income tax authorities, the foregoing benefit is not 
available and the ESOPs are taxed in the hands of the em- 
ployee at the time of exercise. The proposal to consider an 
ESOP as a fringe benefit will per se change the tax incidence 
vis-à-vis an ESOP. With effect from April 1, 2008, it is pro- 
posed to amend Section 115WB of the Income Tax Act, 1961 
and bring the issuing company (the ‘employer’) under the 
Fringe Benefit Tax (FBT) net in respect of ESOPs at the time 
they are exercised. Further, the method to calculate the FBT 
has not as yet been prescribed. 

Introducing this provision will increase the tax liability of 
the employer, and in a way helps the government do away 
with the current tax exemption, i.e., an ESOP not being re- 
garded as a perquisite in respect of a scheme that is filed with 





Akil Hirani 
Managing Partner, Majmudar & 
Co., International Lawyers, India 





the tax authorities. Additionally, this will 
result in double taxation: the FBT, and in 
the form of capital gains tax on the sale of 
the shares by the employee. In my opinion, 
most employers will pass on the FBT bur- 
den to their employees. 

Deepak Ghaisas: A typical ESOP passes 
through three stages: In stage one, an em- 
ployer grants an option that is exercisable 
at a predetermined price before its expiry by 
the employee. The second stage is the em- 
ployee, exercising the option by paying in 
money and becoming a shareholder. The 
third stage is employee selling the share 
and paying capital gains tax depending on 
the holding period. 

As against this provision, the finance bill 2007-08 taxes 
ESOPs. When the employee exercises his option at the stage 
two under FBT through the employer. In other words, even if 
the employee holds the share for over 12 months, his ESOP 
gets subjected to an element of tax at the corporate rate, 
which of course, the employer can pass on to the employee. 

Secondly, what if the employee is no longer working with 
the firm at the time of exercising the option the current provi- 
sion becomes complex. 


What are the implications of the move in general? 

Akil Hirani: ESOP is a very effective retention tool, and in 
an economy that is currently facing talent crunch, ESOPs 
are very essential. The introduction of FBT on ESOPs in the 


pany makes periodic cash contribu- 
tions to the trust which enables regu- 
lar loan repayments which due to the 
lenders. These payments are usually 
tax deductible in the hands of the com- 
pany and should be within the pre- 
scribed limits. 

Akin to the way that regular pen- 
sion fund contributions are made by 
the company, the non-leveraged 
ESOPs also make periodic contribu- 
tions to the trust on behalf of the em- 
ployees. The company may choose to 
contribute either shares which do not 
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require initial outlay or cash which 
would, in turn, be utilized to purchase 
shares. Whichever is the form of issu- 
ing ESOPs, soon after the purchase of 
shares from the existing shareholders, 
they are allocated among individual 
accounts maintained by the trust for 
each participating employee. 

ESOPs are distinct from other 
qualified benefit plans in several re- 
spects. Unlike most defined contribu- 
tion retirement plans, which are re- 
quired to be invested in a diversified 
portfolio, ESOPs are intended to be in- 


vested primarily in company stock. In 
addition, ESOPs can borrow money to 
purchase a large block of company 
stock and pay for it over time through 
tax-deductible corporate contribu- 
tions. ESOPs also enjoy substantial 
tax advantages, including corporate 
tax deductions for principal and inter- 
est payments on ESOP loans, a defer- 
ral or total avoidance of capital gains 
for stock sold to an ESOP by owners of 
privately-held companies, and tax de- 
ductions for dividends paid on ESOP 
stock. 
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hands of employers will make it more expensive for employ- 
ers to retain skilled employees. Further, unlisted companies 
will have to attribute a notional market price to calculate 
FBT, and this may be inconsistent with their overall valua- 
tion. 

Deepak Ghaisas: FBT on ESOPs may breed unfair prac- 
tices. Unlisted companies may issue options at jacked up 
valuations to minimize the difference on 
which tax will be levied. 

Some companies are not yet clear who 
will bear the brunt of FBT on ESOPs: the 
employer or the employee? Either way, FBT 
is going to hurt the industry. 


Which sectors would be hard hit by this move? 
Akil Hirani: The sectors that will be worst 
hit by this move will be the BPO, IT, pharma- 
ceutical, and financial services sectors. The 
attrition rates in these sectors have always 
been high requiring employers to use ESOPs 
as a retention tool. 

Deepak Ghaisas: Small and Medium En- 
terprise IT companies, new media compa- 
nies, and generally new knowledge-based in- 
dustry would be worst hit. They already are reeling under 
staff crunch and thwarting employee-defection to established 
players. FBT on ESOPs is also going to hit mid-cap and 
small-cap IT companies. 

Thanks to a severe shortage of skilled personnel, several 
sectors ranging frem aviation to yarn makers have chosen the 
ESOP route to empower their employees. But now, it will not 
work. Insurance sector will also be affected. 


There is a serious contention from the industry people that a tax on 
ESOPs would affect their ability to retain talent. Does the imposition of 
FBT on ESOPs blur the future of ESOPs as a critical retention tool? 

Akil Hirani: Due to the imposition of FBT, employers will 
have second thoughts about offering ESOPs to employees. In 
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some cases, they may try to pass on the burden to employees. 
Either way, it will impact the competitiveness of employers 
in marketplace, and employers may be forced to create alter- 
native products in lieu of ESOPs. 

Deepak Ghaisas: ESOPs have been used as an HR tool to 
attract and retain top talent in a company and has been quite 
successful. 


Mid-cap and small-cap IT companies 
cannot pay as much as MNC giants do. They 
cannot offer brand value, as well. The only 
way they can attract talented employees is 
by giving a share in the company and show- 
ing them a dream of becoming a millionaire 
in two years once the company goes in for 
listing. But FBT may take that away, as 
well. The current scenario ignores the fact 
that many companies in their early stages 
often give stock options to hire and retain 
talent because they do not have the ability 
to pay large cash wages. Now, they have to 
pay the tax on something they could not af- 
ford to pay before. 

The tax outgo will flow out of net profits 
and impact the cash flow of the company 
and reduce the profits. We have to see if we can counter this by 
passing on the costs to employees, which again will be an 
unpopular move and affect retention of the staff. 

With the recent move, companies and HR personnel are 
worried that ESOPs can no longer be used as a way of negoti- 
ating with prospective candidates. Employees and prospec- 
tive candidates will now obviously ask for a 50% hike in sala- 
ries than go for ESOPs. 


Any other comments? 

Deepak Ghaisas: Thinking up new ways oftaxing people and 
corporations, while claiming that you have not increased the 
tax rate, may sound convincing to those who voice it but does 
not fool anyone anymore. 


India's pick 

The concept of ESOP was pioneered in 
India by the leading IT major, Infosys 
Technologies, in 1994. However, the 
broad guidelines to issue stock options 
were laid down only in 1999 by the 
stock market regulator. The then 
Union Budget has contended that 
ESOPs woulc be taxed as & perquisite 
at the time of exercise of the option and 
subsequently as capital gains at the 
time of the sale of security. Interest- 
ingly, after a while, two senior officials 
at Zee Telefilms filed a suit contending 
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that ESOPs, being a perquisite, cannot 
be taxed at the time of exercise. Hence, 
for five years, only capital gains tax 
has been levied on the employee at the 
point of sale of the ESOPs. 

During these years, ESOPs have 
gained huge popularity and emerged as a 
critical retention tool for many organiza- 
tions. ESOPs typically work on the phi- 
losophy of sharing wealth with the em- 
ployees by fostering a sense of ownership 
among them. It has been instrumental in 
motivating employees to perform better 
and to retain the talent during times 


when employee turnover is a norm rather 
than an exception. In India, its popular- 
ity has not only been widespread in IT 
sector but also in non-IT sectors like me- 
dia, communications, etc. Unlike other 
countries where companies primarily 
use ESOPs to their advantage, in India, 
they are perceived more as a part of em- 
ployee expectations, particularly in 
knowledge-intensive industries. 


Spoilsport 
Nevertheless, the proposal made in 
the Union Budget 2007-08 by 
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Chidambaram to levy FBT on ESOPs 
can act as a dampener to withholding 
the best talent of the organizations. 
The new levy is proposed to come into 
effect from the accounting year April 1, 
2007 to the assessment year 2008-09. 
The issue of taxing ESOPs has always 
generated problems. All along, it was 
debated that ESOPs should be taxed 
in the hands of the employee only as he 
is the principal beneficiary. 

Though the employer did not fall 
into the tax ambit of ESOPs in the last 
5-6 years, all that is set to change now if 
the recent proposal is accepted. When 
the proposal comes into effect, it is ex- 
pected that the difference between the 
prevailing fair market value of the 
shares at the time of exercise and the 
amount actually paid by the employee 
(exercise price of the option) will be con- 
sidered as a fringe benefit. Subse- 
quently, the calculated fringe benefit is 
taxed in the hands of the employee at 
the proposed rate of 33.99% which is in- 
clusive of corporate tax, surcharge, and 
the cess. “The tax outgo will flow out of 
net profits and impact the cash flow of 
the company and reduce the profits. We 
have to see if we can counter this by 
passing on the costs to employees, 
which again will be an unpopular 
move,” avers Anil Bakht, CMD of ESS. 


Losing sheen 

Bringing ESOPs under the purview of 
FBT has been criticized in many ways. 
As the employers have to bear the 
brunt of FBT, it will obviously dampen 
their net profits. The fact that FBT 


payable would not tax deductible ex- 
penses further aggravates the effective 
cost of 45.54% post-tax to the em- 
ployer. Hence, they may be reluctant to 
issue more number of ESOPs, which 
may badly impinge on talent retention. 

Besides, the implied higher tax 
outflows for employers, the proposal 
has also been criticized on the grounds 
of double taxation. Cross-border taxa- 
tion issues, especially in the case of 
globally-mobile staff, may arise. 
Though the employer pays the FBT in 
India, the employee working overseas 
may be entitled to personal taxation 
subject to the concerned jurisdiction 
norms. This will certainly lead to eco- 
nomic double taxation. 


them a dream of becoming a million- 
aire in two years once the company 
goes in for listing. But FBT may take 
that away as well,” says SL 
Ananthanarayan, CFO, Birlasoft. 
Due to the net increase in cost due 
to imposition of FBT, even start-up 
companies with great ideas cannot af- 
ford to issue ESOPs to their employees 
any longer. This will, in turn, hamper 
the company’s innovation and entre- 
preneurship. Nikhil Bhatia, Partner of 
BSR & Co., worries, “Until the Budget 
2007, ESOPs had great appeal, and 
the Finance Minister has probably hit 
where it hurts the most as far as 
ESOPs are concerned. Software com- 
panies, which generally face a shortage 


It is most likely that the imposition of FBT on 
ESOPs may prove to be detrimental to the future 
of the hitherto effective motivational tool. 


Moreover, industry experts see that 
small and medium-sized companies 
will be most hurt as they can offer nei- 
ther competitive packages nor brand 
value. The only way out for them to lure 
skilled employees is by way of giving a 
share in their company through 
ESOPs. “Mid-cap and small-cap IT 
companies cannot pay as much as 
MNC giants. They cannot offer brand 
value, as well. The only way they can 
attract talented employees is by giving 
a share in the company and showing 
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of talent, have been effectively using 
ESOPs for retention and reward. But 
that sheen may be a thing of the past.” 

In fact, the early success of ESOPs 
in the western countries can be greatly 
attributed to the dual benefits that the 
structure offers. In the US, ESOPs are 
both tax deductible in the hands of em- 
ployer and are also tax-free for employ- 
ees. As many analysts in India fear, 
the move to bring ESOPs in the FBT 
net can have a sabotage impact on 
ESOPs, and the corporate world is 
raising concerns on this issue. Rahul 
Mulay, General Manager, Operations 
and HR Head at Harbinger says, 
“ESOPs have so far performed well as 
a motivation tool in the IT industry. 
This move is not a very good idea. It 
might be detrimental as companies 
would mull looking at other alterna- 
tives.” Thus, it is most likely that the 
move may prove to be detrimental to 
the future of the hitherto effective mo- 
tivational tool.m 


— Y Bala Bharathi 
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IBS has an impeccable track record in placements. 
with the best companies visiting the campus every 
year to recruit our students. Last year, more than 400 
companies recruited students from IBS campuses 
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Center (CMC), with teams of managers and 
executives responsible for all career management 
activities. There are over 60 full-time managers anc 
executives working towards better placements every 
year, at the IBS campuses. 
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working relationships with more than 4,000 
companies. This close association with the industry 
ensures excellent placements for all IBS students 
year after year 
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: * | ciran " 
v 


Is India Reaping? 





To reap the full benefit of demographic dividend, India needs to heavily 
invest on basic education, healthcare and vocational training so as to make 
its young citizens employable. 





If I had eight hours to chop down a 
tree, ld spend six hours sharpening my 
axe. 


— Abraham Lincoln 


he demographic dividend gener- 
ally refers to a rise in the volume 
of working age population lead- 
ing to acceleration in economic growth. 
This usually happens in the intermedi- 
ate phase of demographic transition! as 
a result of declined fertility rate and 
declined youth dependency rate. 
But the demographic dividend is not 
a permanent phenomenon, and if not 
reaped properly, it would not take long 
for this dividend to turn into a deficit. 


Theoretically, it seems really good to 
an economy as the working age popula- 
tion will be more than the non-working 
age population or the dependents. More 
working age people means more income, 
more savings, more investments, and 
thus, a higher growth rate. But what is of 
concern here is whether it is practically 
true or not. Out of these working age 
people, how many would actually work? 
Demographic dividend, no doubt, pro- 
vides a ‘basket of opportunity’ to the 
economy where it occurs, but the ques- 
tion that arises is: Will that economy be 
able to exploit or reap this dividend in 
full measure? The answer depends on 
several factors, such as the quality of 
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policy system, productivity of workers, 
availability of suitable employment, 
quality of education and health system, 
infrastructural facilities, etc. 

Most of the economies in the world 
became successful in reaping the divi- 
dend of their demographic transition on 
account of the high quality human capi- 
tal. The success stories of China, Ja- 
pan, Taiwan and South Korea in reap- 
ing demographic dividends are perfect 
examples for any developing economy 
which is on the threshold of doing this. 

China is a case in point. China has 
successfully reaped the dividend of its 
demographic transition until its age 
advantage began reversing in 1999. Be- 
tween 1980 and 2000, on account of its 
demographic dividend, China’s 
economy continued to expand by 8.1% 
per capita per year on average. From 
the beginning, China was aware of the 
fact that if it invested in human capital 
formation, the Chinese economy could 
go skyrocketing while reaping its demo- 
graphic dividend. This is supported by 
the fact that after 1949, the investment 
in basic healthcare grew tremendously 
in China. As a result, China’s infant 
mortality declined to 34 deaths/1,000 
live births from 200 deaths/1,000 live 
births. Life expectancy became 68 years 
from as low as 35 years, and now it is 
somewhere around 72 years.” The ‘one- 
child policy’ enacted by President Deng 
Xiaoping in 1979 greatly helped China 
to reduce its dependency rate. However, 
this is giving birth to the ageing prob- 
lem in China in recent years. The Chi- 
nese government gave equal emphasis 
to education and skill formation. This 
ensured that the demographic dividend 
remained a divident in the practical 
sense too. The government also focused 





' Intermediate phase of demographic transition refers to that stage of a country's demography when a majority of its population is in the age group of 15-60 years. 
www.hsph. harvard.edu/review/rvw_summerfall06/rvwsf06_bloom.html 
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on women's empowerment which, in 
turn, resulted in declined birth rate and 
extended working lifespan. A large 
number of healthy, educated, and 
sxilled workers were automatically ab- 
sorbed by the economy in the production 
process, thus pushing up China's GDP 
even without any increase in output per 
worker. 

However, as the working age popu- 
lation started turning aged population, 
the emplovment growth rates in both 
urban and rural areas started moving 
southwards. The absorption of the 
workforce in urban areas has not de- 
clined abruptly, mostly because of mi- 
gration of workers from rural to urban 
areas. 

Today, India also has the advantage 
of reaping the dividends of its demo- 
graphic transition as it has one of the 
voungest populations in the world. 
Hence, this article basically focuses on 
India in the reaping process of its demo- 
graphic dividend and concludes that in- 
vestment in human capital, especially 
in education and vocational training, 
can be the sharpest tool to reap this 
dividend. 


Indian scenario 
The era of demographic dividend in 
India actually started between the mid- 
1970s and early 1980s. The population 
in the 15-24 age group reached the fig- 
ure of around 210 million in 2005 from 
around 190 millien in 2000; i.e., in- 
creasing by an average of five million a 
year. Interestingly, the average age in 
India in 2020 will be only 29 vears com- 
pared to 48 years in Japan, 45 years in 
West Europe, and 37 years in China 
and the US.” This shows that India will 
continue to be young for some more time 
with a majorizy of its population be- 
longing to the working age group. The 
dependency ratio in India is progres- 
sively falling &nd will continue to fall 
until the phase of demographic divi- 
dend is over. This is very healthy for a 
labor-intensive country like India. 

Due to the earlier generation baby 
boomers moving forward and creating a 


http//www.epw.org in/articles/2096/12/10845.pdf 
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bulge in the working age group, and also 
because of only a marginal rise in old 
age dependency, the dependency ratio 
(taking both child dependency ratio and 
old age dependency ratio together) in 
India has been falling since the advent 
of demographic dividend. 

The dependency ratio, after continu- 
ing to increase for 20 years since 1950, 
started to fall from 79 in 1970 down to 
the expected 60 in 2005. This fall is 
likely to continue due to the continued 
decline in child dependency ratio as we 
can see the fall in 2025 being estimated 
at 48. However, this fall is not perma- 
nent because of the forward movement 
of the bulge towards the older age group, 


which will lead the dependency ratio to 
rise to 50 by 2050. And this is where the 
journey of India’s demographic dividend 
ends. 





Economic implications 

In the past, India’s huge population 
with a high dependency ratio was gener- 
ally blamed for the cause of its high un- 
employment rate and slow economic 
growth. But, with the dependency ratio 
already moving downwards, India is in 
the era of demographic dividend. This 
implies a surplus of production over 
consumption due to a higher labor force 
in the Indian economy. Higher produc- 
tion over consumption will lead that ex- 
tra production to enter the savings bag, 
fueling the investment rate of the coun- 
try, thus creating acceleration in eco- 
nomic growth. 

Again, with a bulk of its population 
entering the workforce, a billion-strong 
India can provide a huge and competi- 
tive domestic market fueling up 
the growth rate via several economic 
activities. 


By the time most of the giant play- 
ers of the world grow old, India, being 
still young and active, can provide a 
market for both labor and commodity to 
these countries for a long time to come. 
This will automatically boost India’s 
share in global trade making its foreign 
exchange reserves fat. This will also 
give more opportunity for investments 
in the domestic market, resulting in 
higher growth rate. However, this will 
come true only if India becomes success- 
ful in the reaping process of its demo- 
graphic dividend. 


Hurdles in the way 
A high level of working age group, gener- 


A high level of working age group, generally, is a 
reflection of high growth rate. 


ally, is a reflection of high growth rate. 
This, indeed, would become true pro- 
vided each and every person in that 
group is employable. Employability re- 
fers to the productivity of the worker 
subject to the availability of employ- 
ment. Again, productivity of the worker 
depends on several factors, such as the 
worker's health, education, skills, etc. A 
bulk of skilled workers with sound 
health or, to be precise, human capital 
of a high quality will always act as an 
important tool to reap the demographic 
dividend. 

However, the performances of sec- 
tors, such as infrastructure, health and 
education, along with vocational train- 
ing, are exiguous in India. Sadly, it can 
be said that poor performances in infra- 
structure, health, education and voca- 
tional training are retarding the reap- 
ing rate of India's demographic divi- 
dend, which could have been exploited 
to the maximum had the case been 
reverse. 

Infrastructure: The poor state of in- 
frastructure in India is hampering its 
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growth process. The rural infrastruc- 
ture, for instance, is pathetic affecting 
the agricultural sector's activities. The 
share of agriculture in GDP has de- 
clined from 32% in 1991 to barely 20%' 
in recent years, leading to an alarming 
rise in the number of suicides among 
farmers. The condition of urban infra- 
structure is also not up to the mark. 
Health: According to a recent estima- 
tion by The World Bank, in India, mal- 
nutrition alone takes away 2-3% of GDP 
every year.? Due to insufficient avail- 
ability of free primary healthcare, as 
80% of treatments in India are in pri- 
vate hands, the poor have to bear the 
extra financial burden. According to a 
UN report, today, India has emerged as 
the country with the highest number of 
HIV/AIDS cases in the world. With a 
billion plus population, the burden on 
Indian health system is immense. If 
‘health is wealth’, then ill-health gener- 
ates no wealth or, rather, it erodes the 
existing wealth. 

Education: If Indian health system is 
in a poor state, then its education is 
also not far behind in poor performance. 
Though India has an exaggerated im- 
age of a hard-working, English-speak- 
ing and techno-savvy population, the 
Indian education system is not free 
from its share of flaws. But the paradox 
lies in the fact that out of the millions of 
graduates and postgraduates produced 
annually, only a small percentage are 
considered employable. While, the IT 
sector is expected to face an acute short- 
age of around 500,000 skilled workers 
by 2010,° threatening the dominance of 
India in the global offshore IT services, 
millions of Indian graduates and post- 
graduates will remain unemployable, 
and hence unemployed. The following 
quotes from the Nasscom President, 
Kiran Karnik, describes this paradox 
better: "While some young men, on the 
brink of starvation, desperately look for 
work, employers elsewhere look — with 


Depicts the trends in the 
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Dependency Ratio 


Source: http.//www.epw.org in/articles/2006/12/10845 pat 





almost similar desperation—for appro- 
priate people to fill tens of thousands of 
vacancies." He further said, "Our educa- 
tion system is not producing enough 
people with the skill-sets our economy 
needs. This could seriously stymie 
India's economic growth.” He has also 
pointed out the fact that out of millions 
who graduate, only 20-25% of engineer- 
ing graduates and 10-15% of other 
graduates are considered employable. 
According to Steve Ballmer, 
Microsoft CEO, Indian graduates need 
to have more ‘hands-on’ practical train- 
ing to be employable worldwide. A ma- 
jority of the Indian graduates lack tech- 
nical and soft skills, which most of the 
employers look for. Moreover, the basic 
foundation of an average student is nei- 
ther strong nor sufficient enough to 
learn a new skill, which is further fuel- 
ing the educated unemployment rate. 
Apparently, India is facing an acute cri- 
sis in the supply of higher education 
that the economy is demanding. Hence, 
the education system should be revised 
and modernized thoroughly to bring 
more value to the academic degree. We 
need to produce more engineers, doc- 
tors, managers, researchers, teachers, 
PhDs, accountants, agriculturists, etc. 


t http//www.ft.com/cms/s/cd516aa8-749a-1 1db-bc76-0000779e2340.html 


^ — [bid. 


® — http//www.R.com/cms/s/cd516aa8-749a-1 1db-be76-0000779e2340. html 


Ibid. 


*  httpy//economictimes.indiatimes.com/articleshow/msid-926779,prtpage-1.cms 
* — http//www.ft.com/cms/s/ed516aa8-749a-1 1db-be76-0000779e2340. html 
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of high quality in order to exploit the 

demographic dividend to the fullest. 

What ails the Indian education sys- 

tem?: The answer to this question 

brings about several facts viz; 

t Shortage of schools, classrooms and 
teachers, especially in rural areas. 

t Schools with poor infrastructural 
facilities leading to a high number of 
drop-outs even at the primary 
school level. 

8 Taking both the organized and the 
unorganized sectors together, it has 
been found that almost 70% of the 
labor force is either illiterate or edu- 
cated just up to primary standard.* 

8? Researchers have found that 55% of 
children who have attended four 
years of school education cannot 
even do the simplest division, and 
38% cannot read even short sen- 
tences.? So India's literacy rate of 
around 70% is misleading. 

a Most of the courses offered in 
schools and colleges are either out- 
dated or exam-oriented, and so are 
inadequate to meet the growing de- 
mand of the economy. 

t Nearly five million graduates pass 
out each year, but without skills re- 
lated to employment. 

s There is a mismatch between the 
output of the educational system 
and the manpower requirements 
demanded by the industry. 

1. Due to lack of proper skills, the vol- 
ume of educated unemployment in 
the economy is expanding; not to for- 
get the disguised unemployment in 
agriculture too. 

The following excerpt from the 
Union Finance Minister P 
Chidambaram's convocation address 
at Symbiosis International University, 
Pune on December 2, 2006 would throw 
some light on the value of education. He 
said: “Post-school education is still a 
distant dream for many in India. No 
more than 17 million have received ter- 
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tiary education ir. India with a popula- 
tion of 1.1 billion. Russia with a popula- 
tion 145 million has the same number. 
The US with a population that is 30% of 
ours has three t: mes as many people 
with tertiary education." 

Vocational Education Training 
(VET): Since the output from the edu- 
cation sector is not matching with the 
labor market criteria for being effec- 
tively absorbed into the economy, VET 
on skill development can, greatly. help 
in this regarc. Keeping demographic 
dividend in mind, a majority of school 
leavers, graduates and postgraduates 
need to be trained vocationally as not 
all of them will become engineers, doc- 
tors, managers, etc. But it is sad to say 
that India performs poor in VET too. 
Out of such a large workforce, only 
around 19.6% of male and 11.2% of fe- 
male workers in urban areas have mar- 
ketable skills. The situation in rural 
areas is even worse, with only around 
10% of male and 6.3% of female workers 
having marketable skills." According 
to the Associated Chambers of Com- 
merce and Industry of india 
(ASSOCHAM. President, Venugopal N 
Dhoot, "In developed and developing 
countries — particularly in Europe, and 
Malaysia, China and Thailand — 80% of 
the youzh after 14 vears, undergo some 
sort of VET. In India, the percentage of 
such students is at a meager 2." ? His 
comment is basec on the recent findings 
by ASSOCHAM on VET. The paper by 
ASSOCHAM on VET has also high- 
lighted the fact that compared to 
500,000 VET institutes in China, there 
are only 5,100 Industrial Training In- 
stitutes (ITIs: and 1,745 polytechnics 
in India. Again, when Indian students 
can avail only 171 skills and trade 
training programs of low quality, their 
counterparts in the US have the choice 
from 1,500 VET programs of high qual- 
ity. This is one o? the reasons why as 
large as 300 million of the working age 


population in India lack skills and re- 
main unemployed." 


Way forward 

While reaping the dividends of its demog- 
raphy, China managed to maintain its 
economic growth by 8% a year for two de- 
cades. The success stories of China, Ja- 
pan, Taiwan and South Korea in reaping 
the demographic dividend are perfect ex- 
amples for India, to emolliate. 

The Planning Commission has tar- 
geted India's growth rate from 8% to 9- 
10% for the Eleventh Plan, which is be- 
ing launched in 2007. The later quar- 
ters of 2006 have already seen India 
achieve a 9% growth rate. A growth rate 
of 9-10% appears feasible and sustain- 
able though some of the things may re- 
main unaccomplished. 

The economic reforms of the last two 
decades have resulted in the steady ac- 
celeration of the growth rate. The BRIC 
Report of Goldman Sachs has stated 
that India will grow faster than China 
in the next 40 years provided it becomes 
successful in reaping its demographic 
dividend. By 2032, India will outstrip 
Japan in GDP growth rate. In 2050, In- 
dia, being the only country out of the 
BRICs to grow young throughout the 
next 50 years, will be able to raise its 
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"7  httpy/dget.nic.m/dex/empscenario, pdf 


7  http//www.assocham.org/prels/shownev's.php?id-901 


Ibid. 


* — httpz/www. acb.org/Documents/books ADO/2006/ind.asp 
*  http//www.acb.org/Documents/books/ ADO/2006/ind.asp and http:;//www.rediff.com/money/20075an/31gdpl.htm 
^  httpz/www.acb.org/Documents/books/ ADO/2006/ind.asp 
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per capita US dollar income to 35 times 
its current level. 

The process of reaping the demo- 
graphic dividend in India started in the 
mid-1970s. This can be seen from the 
fact that while reaping the dividend, 
services sector showed an average an- 
nual growth rate of 6.1% between 1960 
and 2005, whereas agriculture and in- 
dustry showed 2.6% and 5.6% growth 
rate respectively. Apparently, the share 
of agriculture in GDP fell from 47% to 
20%, whereas the share of services in 
output rose from around 34% to 54%." 
This implies that the economic activity 
shifted, structurally, into services from 
agriculture much earlier. India could 
sustain the growth rate on account of 
services and industry as their growth 
rates are less volatile than that of agri- 
culture. 

However, three additional factors 
fueled the economic growth while reap- 
ing the dividend. Firstly, from about 
10% in the 1950s to 20% in the 1970s 
and 1980s, 31.5% in 2004-05 to 33.8% 
of GDP in 2005-06", the gross fixed 
capital formation has showed a steady 
increase in its share in GDP. Secondly, 
there has been a significant increase in 
capital productivity rate from about 0.3 
(30%) in the late 1970s and the early 
1980s to about 0.4 (40%) in recent 
years. The increase in India's rate of 
capital accumulation can be accounted 
from the increase in the share of capital 
formation and capital productivity to- 
gether. Thirdly, the composition of in- 
vestment has changed. Today, the share 
of investment by the private sector to 
GDP is three times more than that of 
the public sector. The efficiency of in- 
vestment has increased, which is an es- 
sential factor for sustained growth. Re- 
portedly, the public sector has confined 
its investment focus towards public and 
quasi-public goods. 

The booming Sensex and the in- 
creasing foreign direct investment 
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flows explain the fact that the growth 
potential of India is being identified 
globally. India has already proved its 
worth in areas like IT and ITES, finan- 
cial services, films and media, higher 
education, medical tourism, etc. in a 
cut-throat competitive global market. 
According to the Chairman of CII, 
Karnataka unit, and Infosys COO, S 
Gopalakrishnan, “In the next 3-5 
years, the |T industry has the poten- 
tial to provide jobs for another one mil- 
lion in addition to the existing million. 
Every year two lakh software profes- 
sionals will be recruited by the IT com- 
panies as India would emerge as the 
*Back Office' anc TT Hub' for various 
developed nations. This will automati- 
cally generate employment in other 
sectors as the demand for cars, houses, 
electronic goods and retail activities 
will go up." 

The Union Budget 2006-07 has 
highlighted the role of the services 
and manufacturing sectors in gener- 
ating employment opportunities for a 
large section of the population. it has 
identified software and tourism as 
the major employment generator in 
service sector while automobiles, pe- 
troleum, textiles, food-processing, etc. 
are identified to have the potential to 
generate more jobs in the manufactur- 
ing sector. 

Today, [ndia is trying hard to reap 
the unique opportunity of demo- 
graphic dividend The ‘Sarva Shiksha 
Abhiyan’, ‘Midday Meals’, ‘Bharat 
Nirman’, ‘Self-help groups’ and set- 
ting up of ‘Knowledge Commission’ 
are among the noteworthy projects 
that are being initiated by the Gov- 
ernment of India in this regard. The 
projects like ‘Sarva Shiksha Abhiyan’ 
and ‘Midday Meals’ have greatly 
helped India in reducing the number 
of schoo! dropouts. 

According te official data, the 
number of dropouts has declined to 
less than 10 milion in 2006 from 25 
million in 2003." In its process of pol- 
ishing the human capital to reap the 
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demographic dividend, the Govern- 
ment of India has decided that over a 
period of three years, all central and 
government-aided educational insti- 
tutions should increase their capacity 
by 54%. Foreign universities are likely 
to be allowed by the Government of 
India to offer courses either in collabo- 
ration with the Indian institutions or 
independently. Hopefully, this will 
have a positive impact on the educa- 
tion system, thus producing a large 
number of employable workers in the 
economy. 


Lessons from China 

Reportedly, the main lesson that India 
needs to learn from China is the sharp- 
ening of its tools by investing more on 
human capital formation with particu- 
lar emphasis on health, education, vo- 
cational education training on skill for- 
mation, and infrastructural facilities, 
along with the generation of suitable 
employment opportunities for the exist- 
ing unskilled workforce. This will help 
India reap the dividends of its demogra- 
phy in full measure, thus enabling it to 
emerge as one of the biggest economies 
in the world. 

The comparison between India and 
China, also makes it clear that India is 
using its savings more efficiently than 
China. While India is successful in ex- 


"7 — http//www.thestatesman.net/page.new:.php?clid-2&theme-&usrsess- L&id=144049 
^  http/www.thehindubusinessline.com/2006/1 1/24/stories 
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tracting 8%-plus growth from its sav- 
ings rate of 30%, China's extraction of 
growth is only 10% from around 50% of 
its savings rate.'^ Again, China empha- 
sized more on the manufacturing sector 
to fuel its economic growth, thereby ex- 
ploiting the natural resources badly. 
Fortunately, India can preserve its en- 
vironment and still sustain 9% growth 
on account of its service sector. This 
does not imply that India should stop 
producing manufactured goods, but 
should continue doing it with strict en- 
vironment protection rules, which 
China ignored. 


Conclusion 

Most of the East Asian countries be- 
came successful in reaping the demo- 
graphic dividend and took their growth 
rates to the highest possible level. 
Now, it is the turn of India to follow 
suit as the ‘basket of opportunity’ pro- 
vided by the demographic dividend can 
positively affect the Indian economy. 
Since this will not last forever, India 
should take the initiative to sharpen 
its tools to reap this opportunity till it 
lasts. However, reaping the demo- 
graphic dividend in full measure does 
not merely depend on the large number 
of working age population, but the pro- 
ductivity of these workers. 

The capital investments along with 
highly qualified and skilled human re- 
sources, are the tools needed for reap- 
ing this dividend of demographic tran- 
sition and thus for maintaining a high 
and sustained growth rate. Hence, it is 
high time India overcame its weak- 
nesses and prepared itself to exploit 
this opportunity of demographic divi- 
dend by investing more on human capi- 
tal formation. This will make the 
theory of demographic dividend true in 
a practical sense too. After all, “We 
reap what we sow."m 


— T R Venkatesh, 

Director, The Icfai Business School, Bangalore. 
and 

- Shradha Pradhan, 

Research Associate, The Icfai Business School, 
Bangalore. 
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Inflation is raising its ugly head once again, forcing the 
Central banks, the world over, to get into over drive to 
deal with the menace. In India, the situation is more 
worrisome as containing inflation could come at the 
cost of growth which has just begun to go full steam. 
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INTERVIEW 


The strong growth in China and India is responsible for much of this, and that is 


somewhat the result of globalization. 


How do you see the present global inflationary situation? 
David Wyss: We believe inflation is contained, but with 


significant upward pressure on commodity 
prices. No major inflationary surge is likely, 
but we do believe inflation has moved up 
somewhat from the pattern of recent years. 
George Hoguet: A remarkable feature of 
the global economy in recent years has been 
the declining inflation, and importantly, in- 
flation volatility. According to the IMF, CPI 
inflation in advanced economies has fallen 
from 3.4% for the 10 years from 1988-1997 
to 2% for the 10 years 1998-2007. In the 
emerging markets, the reduction is truly 
impressive: From 53.5% to 6.7% for the 
comparable periods. By way of example, 
Mexico, a country that has experienced 
three major financial crises in the past 35 
years, recently sold 30-year fixed rate 


somewhat this year due largely to tighter macroeconomic 





David Wyss 
Chief Economist 
Standard & Poor's 

New York, NY 





policies, especially the monetary policy, in most major 


economies. Therefore, inflationary pres- 
sures should ease somewhat this year. 
Sankarshan Basu: Overall, the trend 
seems to be moving in a northerly direc- 
tion, but I am not yet convinced that there 
is any major reason to worry about. Cer- 
tain amount of inflationary pressure will 
always be there and, furthermore, the ex- 
istence of the inflationary pressures could 
spur the economic growth of the country as 
well. The only concern is that whether the 
condition can be kept within manageable 
limits or whether it will spiral out of con- 
trol. 

S P Chakravarty: There are two different 
things that are going on. In the richer in- 
dustrialized countries, especially the UK 


bonds. And inflation in Brazil has come down dramatically. 
Absent a policy mistake, the risks of unanticipated inflation 
in the world and :he US are fairly small. The cumulative 
learning experience from the 1970s, growing central bank 
independence, and inflation targeting help to contain the 


risks. 


Jay H Bryson: We expect that global growth will slowdown 


Canada (BoC) have joined hands and 
are seriously contemplating monetary 
tightening to contain the inflationary 
situation. 


A global phenomenon 

India is not the only country in the world 
which is battling the scourge of infla- 
tion. In fact, the inflationary situation, 
which is mainly driven by a rapid surge 
in the prices of essential commodities, 
is a major cause for concern even for gi- 
ants like the US and China, and rich 
nations such as Britain, Canada, Ja- 
pan, and Singapore. Inflation in the US 
has palpably accelerated since 2004. 
And in 2005, for the first time since 
1995, the Federal Reserve’s preferred 
measure of inflation—the Personal 
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and the US, inflationary pressures come from the housing 
market. Home ownership has been subsidized through plan- 
ning laws and other market impediments due to political 
compulsion. Home owners have come to expect ‘risk-free’ 
capital gains, and governments have felt obliged to interfere 


in the housing and mortgage markets to provide that. 


Consumption Expenditure (PCE) defla- 
tor—crossed 2%. Since then, the core 
PCE has continued to move northwards 
throughout 2006, and is likely to exceed 
2.5% by the end of the current year. The 
spiraling spate of inflation is signifi- 
cant given the fact that Fed’s pro- 
claimed PCE target range is 1.5%-2%. 
Several global developments might 
have worsened the US inflation situa- 
tion but, according to Fed sources, glo- 
balization has not affected the ability of 
the Federal Reserve to influence US fi- 
nancial conditions. Today, foreigners 
hold about 25% of the long-term fixed- 
income securities issued by the US enti- 
ties of all types and more than 50% of 
publicly-held US Treasury securities. 
This seems to have limited the power of 


In the fast growing developing world, the income tax base is 


the Fed in controlling inflation. Fed 
Chairman, Ben Bernanke, said, “When 
the offsetting effects of globalization on 
the prices of manufactured imports and 
on energy and commodity prices are con- 
sidered together, there seems to be 
little basis for concluding that global- 
ization overall has significantly re- 
duced inflation in the US in recent 
years; indeed the opposite may be true.” 
And the Federal Reserve has gone on 
pursuing accommodative monetary 
policy and justified its stance by sug- 
gesting that slowdown in the US 
economy will eventually mitigate infla- 
tion. However, this appears to be a big 
gamble because US inflation is being 
pushed up by supply-driven energy price 
shocks rather than demand. 
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restricted, and the tax enforcement mecha- 
nism is either primitive or, sometimes, cor- 
rupt. Thus, it is not possible to raise the 
educational expenditure needed to make 
the masses employable through taxation. 
Industry is running into skill shortage, 
pushing up the wages of those few that are 
employable, and creating pressures on 
prices. 

Educational levels of the masses—includ- 
ing university graduates—is low. Only the 
exceptional few —entry into an IIT is more 
difficult, if difficulty is measured in terms 
of the ratio of seats to applicants, than en- 
try into any major university in Britain or 
America —are trained for high levels. Even 
the best of educational institutions do not 
provide much ‘value-added’ learning, in that 
the best that is achieved by the IITs and 
IIMs is to produce high quality graduates of 
the most gifted among the population. 
Trevor Williams: Inflation is low, though 
rising. 


How serious is the situation in India? 

Sankarshan Basu: Again, I do not see the 
situation as serious as it is made out to be 
by the politicians for personal and short- 
term benefits. Remember that in India we 
have seen inflation in excess of 15% as well 
and it really has not affected our growth 
story. In fact, what is more a cause of con- 


Jay H Bryson, Ph D 
Global Economist 
Wachovia Corporation 
One Wachovia Center 
Charlotte, NC 





George Hoguet 
Global Investment Strategist 
State Street Global Advisors, USA 


cern is the sudden and knee-jerk kind of 
reaction that the government is undertak- 
ing to control the issue of inflation. 


What factors do you attribute to this phenomenon? 
David Wyss: The two main factors are 
strong world growth, which has increased 
commodity demand, particularly for en- 
ergy, and tight labor markets. The surplus 
labor in China and India is being used up, 
and although India still has a lot of 
underutilized labor, most of it is also 
undereducated. The shortage, worldwide, 
is of workers able to handle technologically 
complex work. 

George Hoguet: The decline in inflation 
may be attributed to: 

a) Better and more informed policies by 
central banks, forward looking inflation 
targeting, and increasing central bank in- 
dependence; 

b) Deregulation; 

c) Learning from past mistakes; 

d) The TMT and productivity revolution; 
and 

e) Outsourcing and non-tradeables (like 
knee replacements) increasingly becoming 
tradeable. 

Jay H Bryson: The biggest reason that 
inflationary pressures have risen over the 
past few years is that macroeconomic poli- 
cies in most major economies were very 


In the UK, the fifth largest economy 
in the world, the annual consumer price 
inflation increased to 2.8% in February 
from 2.7% a month ago, which is also 
well above the Bank of London's stipu- 
lated target of 2%. The Frankfurt-based 
European Central Bank (ECB), which 
covers 13 member countries of the 
eurozone is also harping on inflation 
risk and some rate hikes are on the 
cards. In China, now the fastest growing 
economy in the world, the inflation rate 
is inching closer to the tolerance level of 
3%, where it was 2.2% in January and 
2.8% in February. And this spate of 
soaring inflation has inevitably put tre- 
mendous pressure on the Chinese cen- 
tral bank to raise the interest rates. 
The current Chinese inflationary situa- 
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tion can be chiefly attributed to loosen- 
ing controls on utility and energy prices 
as well as a result of escalating food 
prices. In fact, food prices, a major com- 
ponent of the Chinese Consumer Price 
Index (CPI) basket, increased by 6% in 
the month of February. In case of India, 
inflation, which is based on wholesale 
prices, has been hovering around an 
alarming rate of 6-6.5% for quite some- 
time and is well above the Reserve 
Bank's target rate of 5-5.5%. This is de- 
spite various efforts by the government 
and the central bank to keep it within 
specified limits. The annual wholesale 
price India-based inflation rose above 
6% during the first week of April, this 
year, after dipping below the psychologi- 
cal barrier for a short while in the previ- 


ous week after long period. And it ap- 
pears that even the tough stance of RBI, 
which has been on a tight monetary 
policy bring of late, is not enough to curb 
price rise of sustained rise, -as prices of 
primary articles especially food articles 
continued to rise. 

However, contrastingly, the central 
bank of Japan, the world's second-larg- 
est economy in terms of nominal GDP, 
is facing a deflationary situation. 
Though, in Japan, the rate of inflation 
fell to zero in January, the Bank of Ja- 
pan is still tightening interest rates as 
a precautionary step. However accord- 
ing to the Department of Statistics, the 
CPI in Singapore grew by 0.6% in Feb- 
ruary due to rising prices of housing, 
clothing, and food items. In Hong Kong, 
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stimulative in the early years of this de- 
cade. These stimulative policies contrib- 
uted to the strong growth in global GDP 
that has been registered over the past three 
years. 

Sankarshan Basu: There are a lot of fac- 
tors—primary among them is the market 
effect and that of a sustained economic 
growth over the last few years. In this sce- 
nario, it is bound to happen, as there is a 
higher level of disposable income with the 
people. In a sense, I think it is good that 
such pressures are there, as this would im- 
prove the growth levels of our industry. 
Apart from this, obviously, international 
factors like oil price do affect the basket of 
goods used to calculate the inflation figure 
in the country. 

Trevor Williams: Recent fast economic 
growth and loose fiscal policy are leading 
to a rise in global inflation, but the me- 
dium-term effects of globalization, in- 
creased global competition, lower technol- 
ogy costs, and commoditization will keep 
overall inflation low in a historical context. 


Do you think that globalization is responsible for 
this? 
David Wyss: The strong growth in China 


and India is responsible for much of this, and that is some- 
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the alternative. Recently, the net impact of 
globalization was to hold down inflation, 
because the strong productivity growth in 
Asia offset inflationary pressures else- 
where. Now, the tide may be turning so 
that the demand impact on inflation is out- 
weighing the productivity impact. 
George Hoguet: The dramatic growth in 
world trade and aggregate supply has cer- 
tainly helped to contain inflationary pres- 
sures, but the primary cause is better mac- 
roeconomic and monetary policies. 
Jay H Bryson: If anything, globalization 
actually has a one-off deflationary effect. 
(Admittedly, this effect may take years to 
play out.) As more emerging economies en- 
ter the global trading system, prices of 
goods tend to fall. For example, the advent 
of China as a major supplier of goods has 
helped to lower prices. 
Sankarshan Basu: Well, globalization has 
a broad impact on every aspect of economic 
activity and, in that sense, it is responsible 
for these inflationary tendencies as well. 
But on a closer analysis, globalization may 
have at best affected the level to which it 
has gone—the basic inflationary tendency 
would have existed, globalization or not. 
S P Chakravarty: No. We have evidence 


that countries which were more open to trade in the 1970s 


what the result of globalization. It’s still a lot better than withstood the oil price rise better, in that their growth rates 


which is often cited as an ideal example 
of laissez-faire capitalism in practice, 
the composite CPI rose at a slower an- 
nual pace of 0.8% in February, com- 
pared to the 2.0% increase in the month 
of January. So. the current inflation is 
not specific to developed or developing 
nations; rather, it is a much serious is- 
sue concerning most of the central 


banks of the world. 
Global boom and inflation 


For the last half a decade experts say, 
the big central banks of the world were 
significantly engaged in serial bubble 
blowing in order to pump up the stock 
markets and real estate values. And in 
the process, they fleoded the world with 
cheap money at historically low interest 
rates. This accommodative monetary 
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policy pursued by the top-notch central 
banks of the world inevitably led to an 
impressive global economic growth of 
5% in the first half of 2006. Developing 
nations, as a whole, averaged 7% 
growth rate in the last four years. India 
and China led the show and hit the 
headlines by consistently achieving 
higher growth rates of around 9%. This 
unforeseen boom in the world economy 
titillated even sub-Saharan Africa, 
which grew at a meager rate of 2.4% in 
the 1980s, on it averaged a growth rate 
of 5.5% in the last four years, and is 
likely to clock 6% this year. However, 
this boom in the world economies also 
started taking a toll in the form of surg- 
ing energy and commodity prices, which 
in turn fueled consumer inflation and 
global imbalance. In the first few years 


of the boom, outsourcing to low-cost cen- 
ters kept a lid on wages in the developed 
countries. But as the boom continued, 
wages rose relentlessly across the globe 
and, thereby, aggravated the situation. 


Blame it on supply 
Economists, however, say that unlike in 
the past, the present spate of inflation 
is chiefly a supply-side phenomenon. 
A gamut of reasons account for this 
rapid surge in commodity and energy 
prices. Tumultous global geopolitical 
order in the past few years had its in- 
delible impact on international com- 
modity prices. Frequent interruptions 
in energy supply from the Middle East 
and Africa, coupled with decreasing oil 
production in the world’s largest oil 
fields, will keep crude oil and natural 
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did not suffer following the quadrupling of 
oil prices as much as the growth rate of 
countries that had chosen to insulate 
themselves from the world markets. Glo- 
balization may help contain inflation; for 
example, by making it possible to fill the 
skills gap through migration. 

Trevor Williams: Yes, partly! But, so are 
prudent economic and monetary policies 
around the world. 





ably leading to a downturn and even a re- 
cession fairly quickly. 

S P Chakravarty: A sudden brake on infla- 
tion may lead to distributive conflicts 
within (not between) countries, leading to 
instability and even potential violence. 
Trevor Williams: Small risk, in my 
view. 


How are central banks coping with this challenge? 
David Wyss: Central banks are raising in- 


What kind of risks does it pose to the world $ P Chakravarty terest rates to contain inflation, but are 
economy? Professor of Economics somewhat nervous about the impact on 
David Wyss: We expect to see slower world School of Business and Regional growth and financial markets. I think they 
growth as central banks try to contain in- Development, University of Wales will keep the focus on inflation, however, 


flation. Nevertheless, unemployment rates 
are likely to remain stable in most coun- 
tries, and have room to come down in Europe and some of the 
high-unemployment regions. Generally, there should be 
some convergence of performance. 

George Hoguet: A major supply shock, such as oil at $120 
a barrel would, in the first instance, be inflationary and ag- 
gregate-demand reducing. However, accommodating such a 
shock could be inflationary. 

Jay H Bryson: Inflation, if left unchecked, could 
eventually lead to more volatility in global growth. 
Central banks would need to tighten policy significantly, 
which could lead to slower growth, if not outright recession, 
in the future. 

Sankarshan Basu: Some of the risks that it can pose are 
things like a slowdown in the overall economic growth, prob- 
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and allow growth to be sluggish. 

| George Hoguet: The unwillingness of 
Asian surplus countries to bear some of the burden in ex- 
change rate adjustment threatens to exacerbate inflation- 
ary and asset price inflation in those countries and distort 
resource allocation. 

Jay H Bryson: Most central banks are either adopting ex- 
plicit inflation targets or they are becoming much more for- 
ward-looking. 

Sankarshan Basu: Central banks are using various mon- 
etary policy initiatives (like changing the interest rates) to try 
and tackle the inflationary pressures, and at the same time 
trying to protect the growth story as far as possible. 

Trevor Williams: They have coped very well. Cutting 
rates when appropriate, but raising them when not so 
much. 


gas prices buoyant in the future. More- 
over, slower than anticipated global eco- 
nomic growth is not going to push oil 
prices lower in 2007. Again, in the days 
to come, the production discipline among 
the world's major oil exporters will en- 
sure that oil supply growth remains be- 
low demand growth. Further, the inces- 
sant rise cf global energy prices through- 
out 2007, coupled with rising demand for 
renewable energy, will lead to a strong 
increase in international grain prices. 
Corn and wheat prices in the US in- 
creased bv 70% and 60% respectively, in 
2006. Unprecedented growth of ethanol 
production capacity worldwide has con- 
tributed to this surge in corn and wheat 
prices. 

ices of soybeans and other oilseeds 
have also started r»oving northwards, pro- 
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pelled by the fast growing global demand 
for biodiesel. The healthy rise in petro- 
leum-related energy product prices since 
2001 is the main factor which has been 
fueling demand for biofuels. Added to it, 
the increasingly stringent environmen- 
tal regulations, energy security concerns, 
and predetermined levels for alternative 
energy usage in many progressive coun- 
tries are also driving the demand for 
biofuels. Experts say that the growing 
application of wheat, corn, soybeans, and 
other grains to produce biofuels is likely 
to increase the prices of these commodi- 
ties twofold in 2007. In addition to grain- 
related food stuffs, prices of other staple 
food articles that are grain-dependent, 
including meat and milk products, will 
also increase in 2007, thereby, adding 
fuel to the already inflationary situation. 


India's inflation scourge 

India is plagued by a continuous deterio- 
ration in the headline inflation over the 
past four quarters of FY07, with the last 
two quarters posting an average infla- 
tion of 5.55% and 6.39%. This has led to 
an unprecedented monetary tightening 
by the RBI in the form of a rise in repo 
rate and CRR, and by a reduction in the 
rate of interest on cash deposited by 
banks with the RBI. The RBI's moves are 
geared to suck out a substantial liquidity 
from banks. In effect, while the economy 
is experiencing an unprecedented boom 
and credit needs to grow, the apex bank is 
severely tightening the availability of 
credit. And as an inadvertent fallout of 
this strong monetarist approach by the 
RBI, important sectors like automotive 
and retail banking started showing sig- 
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nals of stagnation. This vividly indicates 
that at the macro level, the economy is 
reaching the ‘tipping point’ and growth 
would significantly halt if further mon- 
etary tightening takes place. 

The recent stance of the RBI reminds 
one of the famous quotes of the iconoclas- 
tic monetary economist, Milton Fried- 
man, "Inflation is always and every- 
where a monetary phenomenon." To the 
RBI, inflation is all about too much 
money chasing too few goods. And, hence, 
the only practical solution to curb infla- 
tion is to check the supply of money and 
credit growth. 

However, the current 6% plus infla- 
tion is primarily a supply-side phenom- 
enon. Presently, the price of primary 
goods which accounts for 22% weightage 
in WPI has been increasing at more than 
11%; pulses at 17%; edible oils at 14% 
and cereals at almost 8%. Manufactur- 
ing goods (with a weightage of 64% in the 
WPI) has been increasing at 6.5%. So, 
tightening non-food credit and raising 
the interest rate are not going to contain 
primary product inflation. In fact, while 
controlling inflation, it must be ensured 
that the current growth is not traded off 
and every effort has to be undertaken to 
address the supply-side issue. However, 
the ground reality is that India's pitifully 
short infrastructure cannot keep pace 
with the growing demand; like less than 
2% per annum growth in agriculture does 
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not augur well with the present scourge of 
inflation. Thus, without any magical so- 
lutions to augment domestic production, 
the only weapon left to contain inflation 
is to drastically cut import tariffs on all 
important foodstuffs. Further, issues of 
productivity and innovation should be 
given top priority in the government's 
policy agenda to meet the ever-increas- 
ing demand. This has to be supple- 
mented by post-harvest measures like 
quick build-up of cold chain infrastruc- 
ture and storage to avoid waste. This 
implies that incentives would have to be 
created to invite investments in cold 
chain infrastructure for farm produce 


Some rays of hope 
The high level of global inflation since 
1998 has caused the price of many com- 
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modities—especially metals, fuels, and 
corn—to triple or quadruple since 2003. 
However, during the current cycle, the 
tremendous upward surge in the prices of 
goods and services that has been ob- 
served historically in response to ram- 
pant inflation has been largely offset by a 
huge increase in productivity. And this 
time, the 'knowledge-based' US economy 
was not instrumental in productivity 
growth; rather, it was orchestrated by the 
'emerging world' (much of Asia, Latin 
America and Eastern Europe). The im- 
pact of inflation has not been well-pro- 
nounced due to a dramatic increase in 
the quantity of low-cost goods and ser- 
vices produced by the emerging nations. 
Moreover, the share of the emerging na- 
tions in the world's population, output, 
and capital markets is steadily rising. 
Again, the emerging nations are relish- 
ing the advantage of demographic divi- 
dend, which implies that an average per- 
son in an emerging nation is younger 
than in a developed nation. Moreover, the 
high savings rate in the emerging market 





The only practical solution to curb inflation is to 
check the supply of money and credit growth. 


Global Inflation 


is helping to contain global interest 
rates, and the growth in the supply of 
goods and services is helping to rein in 
inflation. Besides, in this globalized 
world, intense competition is curbing the 
pricing power of traded goods and ser- 
vices, implying that cost increases may 
hit profit margins rather than inflation. 
Though the fast growth in China and 
emerging Asia is likely to exert pressure 
on commodity prices, increasing produc- 
tivity and rising supply would likely alle- 
viate the pain. 


Productivity, the key 

Though the problem of inflation is not 
too worrisome, it is still a major global 
risk. And this truth has been echoed in 
the speech of Jean Claude Trichet, 
President of the European Central 
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Bank (ECB) in a panel discussion at the 
World Economic Forum meeting in 
Davos. He commented, "We have to be 
very, very alert. That (inflation) is a ma- 
jor global risk." He warned that given 
the present unregulated financial sys- 
tem, disorderly unwinding of global im- 
balance and the potential changes to 
the oil price, the problem of global infla- 
tion can assume serious proportions 
anytime. Given that, it means the policy 
makers should seriously contemplate 
on providing some long-term solutions 
to this problem. And the one and only 
long-term way out to tackle this prob- 
lem is to enhance productive efficiency 
at any cost. By simple economic logic, 
when productivity goes up, producers 
can maintain price stability without 
compromising their profitability and 
at the same time wage level can also 
move up, thus raising the global stan- 
dard of living.m 


— Amit Singh Sisodiya and Sanjoy De 
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Reinventing to Revitalize 


BSNL, in response to the challenges, must chase strategies specifically 


aimed at overcoming its bottlenecks. 


— Romal Shetty, Director, Risk Advisory Services, KPMG, India. 


day, India is considered to be 

the hub of all telecom spaces in 

the world. India has a growing 
teledensity standing at 17.8 currently; 
among the largest telecom base of 200 
million, with the lowest wireless penetra- 
tion rate in the world at 13%. The wireless 
market in India consists of 156 million 
subscribers; the GSM community being 
the largest and fastest growing technol- 
ogy accounting for 72% of this market. 
Bharti stands as the leader of GSM with 
30% of the market share followed by 
state-owned Bharat Sanchar Nigam 
Limited with a market share of 22%. 

BSNL is among the world's largest 
telecommunications company providing 
telecom services in India ranging from 
wireline, CDMA mobile, GSM mobile, 
Internet, broadband, carrier service, 
MPLS-VPN, VSAT, VoIP services and IN 
services. It holds the second position 
among GSM providers with a 27.43 mil- 
lion subscription base across 23 circles, 
putting BSNL among the reputed play- 
ers. However, market share, today, is con- 
sidered to be a day-to-day phenomenon 
rather than an indicator of long-term suc- 
cess. On the subscription parameter, 
BSNL has been doing well, marking a 
record by adding 2 million customers in 
March; the highest addition to the sub- 
scription base to date. 

BSNL is an enterprise with a valua- 
tion of approximately $35 bn, projected 
revenue of Rs. 40,000 cr and Rs. 9,000 cr in 
profit. But, in the last 3 years, the company 
has experienced profits averaging at Rs. 
8,000 cr. However, its revenues have been 
on the rise—averaging at Rs. 38,000 cr. 
BSNL's revenue is primarily sourced 
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through its telecom services and contribu- 
tions from funds like ADC. Over the past 2 
years, significant ADC cuts have placed 
BSNL in a seemingly tough spot. This 
year, TRATs announcement to cut ADC by 
37% would set BSNL back by approxi- 
mately Rs. 1,200 cr— for which reason they 
have approached the telecom tribunal. The 
rationale for this is that the rural telecom 
segment, although growing, has not been 
as steady as the urban segment. This 
would mean that BSNL would have to con- 
tinue subsidizing in the rural segment. 
However, a Rs. 1,200 cr dent is less than 
4% of the projected revenue this year for 
BSNL, which is at Rs. 40,000 cr— meaning 
that it is not as bad as it sounds to be. 
Tariff reduction resulting from cut in 
ADC has its advantage of adding to the 
subscription base and higher usage, 
bringing back the ‘volume game’. BSNL's 
‘heavy-losses’, therefore, could be well 
turned around by better leveraging on its 
pool of resources and the potential ben- 
efits it can enjoy from a growing market. 
Private players have been making 
marked improvements in these areas and 
are reaping the benefits as compared to 
BSNL, which is yet to catch up. The rea- 
son for BSNL's poor performance in these 
areas can be attributed to several rea- 
sons. The most significant being its in- 
ability to permeate a fruitful change in its 
approach to operations across the enter- 
prise. BSNL being a large enterprise, in- 
stituting change is a challenging task. 
BSNL, in response to the challenges, 
must chase strategies specifically aimed 
at overcoming its bottlenecks through: 
Process reengineering to facilitate effi- 
ciency and effectiveness in operations and 


removal of redundancies; increasing and 
channelizing focus on core processes: 
Evaluating options such as outsourcing of 
non-core business operations to increase 
efficiency; focusing on quality of service in 
established areas: Given that BSNL ren- 
ders a broad spectrum of telecom 
services, it must now start stabilizing 
these services through better quality; 
leveraging on its existing, vast 
infrastructural resources. However, build- 
ing its infrastructural pool to support its 
planned growth is the key; concentrating 
on branding: Effective segmentation of the 
market along with appropriate targeting 
and positioning of its services; innovation 
in services: Focusing on expanding and re- 
taining subscription base through loyalty 
programs and other retention-driven 
plans; firming its base beyond basic tele- 
phony such as broadband, Internet, 3G, 
etc.: Having made its foray into some of 
these areas already, it must look at pen- 
etrating and sustaining itself in the mar- 
ket; expanding its base beyond India 
through strategic alliances: Opportunities 
are quite vast in several developing mar- 
kets of the Middle East, some island na- 
tions, and south Asia among others. 
Capitalizing on the fact that India 
has one of the most lucrative and fast 
growing telecom markets in the world, 
players like BSNL are exposed to bound- 
less opportunities. However, it must 
start moving out of its protective shell. 
While it may have the burden of subsidiz- 
ing in the rural markets, it must attempt 
to cover the gap by further strengthening 
its hold over services in the urban market. 
BSNL's future is far from bleak, being a 
well-established player. Its biggest chal- 
lenge is, perhaps, sustenance and consis- 
tent growth, which can only be achieved by 
focusing on quality of service, diversity in 
service and international! alliances.m 
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Advantage Investors 





The decision of mandatory IPO grading augurs well for retail investors but 
don't over depend on it. 





n a move that could benefit inves- 

tors, the capital market regulator, 

Sebi, has now made grading of Ini- 
tial Public Offering (IPO) mandatory. 
From now on, Sebi-registered credit 
rating agencies, such as CRISIL, 
ICRA and CARE will grade the vari- 
ous forthcoming IPOs on a five-point 
scale—from grade 5 (indicating 
healthy fundamentals) to grade 1 (in- 
dicating weak fundamentals). An IPO 
will be graded based on a particular 
agency's assessment of a company's 
fundamentals. It will mainly take into 
account five parameters: Earnings per 
share, financial risks, accounting qual- 
ity, corporate governance, and manage- 
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ment quality. Moreover, the rating pro- 
cess will also involve market checks, 
plant visits, and practice of due dili- 
gence by the companies. Thus, the rat- 
ing awarded to an IPO will reflect the 
company's general health in terms of 
these qualitative and quantitative fac- 
tors. Investors can follow ratings 
awarded to IPOs and make their own 
judgments. It will enable the investors 
to have an independent option from 
credible entities on the business 
strengths of the companies. 


Path to IPO grading 


In 2006, around 80 companies raised 
about Rs.198.60 bn in IPOs, which is 


more than double of the Rs. 99.90 bn 
that was raised in 2005. Some inves- 
tors gained a lot, particularly with the 
companies in high-growth sector. En- 
ergy transportation major Gujarat 
State Petronet, which operates the sec- 
ond-largest pipeline in India, raised 
$84 mn through IPO last February and 
saw its shares immediately jump up by 
75% during its first day of trading. An 
IT service firm Tech Mahindra, major- 
ity-owned by Mahindra & Mahindra 
and one of the country's biggest export- 
ers of software, also initiated its IPO in 
August last year and has doubled its 
shares since then. 

This is not the end. The Delhi- 
based leading IPO market tracking 
firm — Prime Database-— has esti- 
mated that companies are all set to 
raise capital to the tune of Rs. 45, 000 
cr in 2007 alone from as many as 150 
IPOs (though all these estimations 
were done before the Sebi ruling). So, 
given the amount of money pouring 
into the primary market, the move by 
Sebi seems justified. 

Further, a kind of ‘overheating’ in 
the primary market has also necessi- 
tated the bold measures like manda- 
tory grading and tightened disclosure 
norms. 

Though huge amount of money is 
continuously pouring into the primary 
market, it is not an unmixed blessing 
for the retail investors. In fact, invest- 
ing in IPOs has turned out to be a risky 
affair. This is evident from the fact 
that nearly 50% of last year's IPOs is 
now trading at a break-even or below 
their listed price. The primary market 
experienced one of the worst disap- 
pointments last year when the share 
price of Jet Airways, India's biggest 
domestic airliner, plummeted by 
nearly 30%. 
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INTERVIEW 


The stated purpose of ‘investor protection’ is not served since there is no account- 


ability for the rating agencies. 


Sebi has recently ruled that grading should be made compulsory for IPOs. 
How does this new grading system impact IPOs? 
K Venkitesh: This is a welcome step from an 
elimination point based on the fundamentals 
of a company. But the key issue in an IPO is 
the pricing about which there will not be any 
comment or opinion from the rating agency. 
Finally, the onus is on the investor this will 
help him make decisions but should not be 
treated as sacrosanct. 
Padmalatha Suresh: The compulsory grad- 
ing would affect IPOs from both the issuing 
companies' as well as the investors' perspec- 
tive. 

Equity is the most expensive form of capi- 





not address the pricing of the issue. As we know today, the rating 
will be on the issuer's fundamentals'—for example, Crisil in- 
tends to grade an equity issue on five param- 
eters, viz, business prospects of the company 
and industry, financial risks, management 
competence, governance, and accounting qual- 
ity. However, for an existing firm the assess- 
ment will have to be made on the overarching 
assumption that the past would continue to 
hold in future especially in respect of the last 
three parameters, and for a new firm it would 
be difficult to judge on all parameters except, 
probably, the business prospects parameter. 
Further, the parameters are likely to be differ- 


K Venkitesh ent for different rating agencies. The grading 
tal. Added to its already high transaction National Head Distribution is, therefore, not likely to reflect the behavior of 
costs, the rating costs of about 10 basis points Geojit Financial Services the market in future, which is the real deter- 


on the issue size [as gleaned from news items 
—even if with a cap on the amount paid], and the issuer's costs 
soar. 

An equity investor's profile is generally that of a risk taker, 
who would like to invest only if there is an upside to the issue. 
The ratings are likely to confuse investors and probably many 
would keep away from a low rated issue, or demand more than 
a reasonable rate of return on their investment, or there would 
be a scramble for highly rated issues. One of the stated objec- 
tives of compulsory grading is to attract investors to the pri- 
mary market, by condensing the disclosed information into a 
single digit decision point. Given that investors cannot hold the 
rating agency liable if the expected returns do not materialize, 
there would still be no incentive for investors to move into the 
primary market, even with rating being implemented. 


What kind of benefits investors can expect from the new rule? 

K Venkitesh: May be, companies will think twice before hit- 
ting IPO market. Hence, more quality issues will hit the mar- 
ket, many also rans will go away. Many unwanted issues will 
come down. 

Padmalatha Suresh: The objectives that have been made 
public are to help the aam aadmi make a rational investment 
decision, and for ‘investor protection’. However, the equity mar- 
kets are unlike the debt markets. In the debt markets, the prob- 
ability of default is a major determinant of the rating over the life 
of the debt instrument, which in turn is finite. Further, debt has 
limited upside risk, whereas, equity has unlimited upside risk. 
Hence, grading, or rating debt, and equity will have to be done 
quite differently. Further, the present form of IPO grading will 
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minant of how much the investor would gain. 
Equity investors today are reasonably well-informed. Un- 
less, a new system designed to help investors can tell them what 
stocks to choose and at what price, there would be no value propo- 
sition in it. Hence, how much value the rating in its present form 
would add to their decision to invest remains to be seen. 
The stated purpose of ‘investor protection’ is not served since 
there is no accountability for the rating agencies. 


How prepared are the rating agencies to adhere to this Sebi rule? 

K Venkitesh: In my view, they are well-prepared as they have 
excellent domain skills in terms of rating debt issues. 
Padmalatha Suresh: The rating agencies would also be doing 
equity research, and therefore, in its present form, the rating 
may not pose much of a challenge to them. In fact, a few issues 
have already been rated by the existing national agencies. They 
are preparing to ramp up their head counts to take care of the 
requirement. However, the process can gain credibility with the 
investment bankers and investing public only if there is a clear 
correlation between the IPO grading and the market value of 
equity after the issue. There is at present no accountability 
factored in with the rating agencies, nor is the weight being 
attached to various parameters been made public. Therefore, 
at present, the rating requirement is not much of a challenge to 
rating agencies. 

It is to be noted that Fitch, the international rating agency, 
has deferred its decision to join the other Indian agencies in 
rating IPOs. 

What are the parameters to be considered by the rating agencies for this 
grading? 


May 2007 | 47 


Financial Markets 





K Venkitesh: Mostly, fundamentals such as how the company 
has performed comparing with competition, industry outlook, 
financials, governance, and disclosures. They will not be able to 
comment on the pricing ofthe issue, which is the key to investor 


gains. 

Padmalatha Suresh: It should be remembered that the grad- 
ing, shrunk to a single digit, is said to reflect only the status of 
the equity issuer in relation to other listed securities. Even 
here, the rating agencies have adopted different parameters, 
which are to be used differently for companies. Hence, as of now, 
there is no uniformity in grading, and inves- 
tors do not know how the parameters are be- 
ing used in the ratings. As such, CRISIL and 
CARE have begun the grading process. To the 
list of parameters given by CRISIL, CARE 
adds ‘project risks’ and ‘compliance and litiga- 
tion history’. The parameter on ‘project risks’ 
would be a valuable one, provided all risks, 
their mitigation measures, and their impact 
on the company's value addition to sharehold- 
ers are considered in detail. 






Grading of IPOs is not a common practice globally. 
Given this, how do you foresee the future of IPO grad- 
ing in India? 

K Venkitesh: My worry is the investor should 
not go blindly by what the rating agency has said and burn his 
fingers, which is already happening, and vice versa. In one or 
two issues, the IPO got poor rating but the company performed 
well in the bourses and vice versa happened. Investor need to be 
driven home the point that this is only an elimination method 
at best. If high graded issues start delivering returns, grading 
will get the momentum; else it will not. That is not in anyone's 
hand as pricing is not in the hands of the rating agency. 
Padmalatha Suresh: Probably, India is the only country 
where IPO grading has been made mandatory. Other country 
experiences with equity grading have been for exceptional 
cases. For example, in Bangladesh. equity grading is done when 
the IPO is at a premium or in the case of a rights issue. In 
another developing country, Latin America, IPO grading takes 
the form of guidance to institutional investors on which firms to 
avoid. 

Even in India, IPO grading was conceived as a hedge 
against real estate firms misleading investors, and firms were 
given the option to request grading for their primary issues. 
Since its launch of IPO grading in August 2006, Crisil has 
graded 5 infrastructure/real estate companies and only one of 
them has got a rating of 2, all the others received ratings of 1— 
the lowest. One reason could be that the ‘business prospects’ 
would be considered for such firms over a short horizon of, say, 
three years [CARE mentions that its ratings take the next 
three years into account] while the real returns would start 
flowing thereafterdue to the cyclical nature of the industry, and 
the long gestation periods that these projects might have. An- 
other reason for the low rating could be that the new firms are 
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pitted against all listed companies, which could be established 
ones evidencing better financial ratios. Probably, if Crisil men- 
tions the parameter in which the issue fares poorly, and why, 
the investors could take a considered decision. Another point 
worth noting here is that apparently the rating agencies carry 
out their analysis based on the information published by com- 
panies, and do not try to bridge any information gap that may 
exist between the investors and the companies. The ‘imperfec- 
tion’ created by ‘asymmetric information’ therefore continues, 
and investors may not derive real benefit from the process of 
grading. 

Though forming part of ‘capital’, debt and 
equity have different features. Rating agen- 
cies, which have developed considerable ex- 
pertise in rating debt instruments, will have 
to devise new ways to look at equity grading. 
‘Behavioral finance’ would play a large part in 
grading equity. In its present form, IPO grad- 
ing may have little or no impact on investor 
choices—in fact, in the short-term, compa- 
nies may pull back from the market for fear of 
being graded poorly or increased transaction 
costs. This might create more pressure on the 
banking system and other lenders, including 
the debt market. Under the current tight 
credit regime, these companies might have to 
look for other high cost sources of funds, thus increasing their 
financial risks. 

For the rating agencies too, there are risks. Though they are 
not accountable for the post listing performance of the stock, 
they stand to lose credibility if their initial assessment is be- 
lied by the market. 





Future outlook 

K Venkitesh: I think it will not drastically alter the landscape 
of IPO. However, it is a good move. 

Padmalatha Suresh: Being a pioneering experiment, the 
progress of IPO grading in India will be watched closely by 
other regulators within the country and around the world; 
oversimplification of complex market behavior can have dire 
consequences, What is probably needed is more disclosure 
and transparency, and more investor education, not more con- 
trols and one-dimensional thinking; from the investors’ per- 
spective, the grading would come low down in the fundamen- 
tal analysis- valuation- investment decision value chain. The 
rating stops with ‘fundamentals’ and offers no guidance 
thereafter to investors; if IPO grading must be done, a phased 
implementation, starting say with sensitive sectors, and 
then replicating the experience with others could have been 
done, instead of making the process mandatory for all issues; 
the experience gathered from phased implementation would 
have helped define the role, responsibilities and liability of 
rating agencies more clearly, as also establish a process for 
such rating; the onus is now on the rating agencies to prove 
that they add value to investors. 
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IPO Grading 


Focus on fundamentals 

The aim of the grading system is to 
analyze the fundamentals of the com- 
panies and to give a sense of direction 
to the investors, so that they can invest 
judiciously. 

Though the IPO grading would not 
address anything on the valuation is- 
sue, it is expected that over time the 
grading will provide sufficient hint 
about several financial parameters 
such as EPS, EPS growth, and return on 
equity, which are the key elements in 
determining the price of a particular 
stock. If this exercise is successful, it 
can even enable the investors to initiate 
a debate on the valuation of a company 
in the near future. This aspect of inves- 
tors' protection has rightly been re- 
flected in the words of R Ravimohan, 
Managing Director and CEO, CRISIL, 
"Investors can make their own judg- 
ments following the rating. There 
might be incidents where the company 
is sound and gets a good rating but de- 
buts in a volatile market and the in- 
vestors may lose out on money. How- 
ever, they will still hold on to the stock 
based on the fundamentals." 


Difference between IPO Grading and 


Investment Recommendation 


Investment recommendations are expressed 
as ‘buy’, ‘hold’ or ‘sell’ and are based on a 
security specific comparison of its assessed 
‘fundamentals factors’ (business prospects, 
financial position, etc.) and ‘market factors’ 
(liquidity, demand supply, etc.) to its price. 


On the other hand, IPO grading is ex- 
pressed on a five-point scale and is a relative 
comparison of the assessed fundamentals of 
the graded issue to other listed equity securi- 
ties in India. 

As the IPO grading does not take cogni- 
zance of the price of the security, it is not an 
investment recommendation. Rather, it is one 
of the inputs to the investor to aiding in the 
decision-making process. 

All other things remaining equal, a Secu- 
rity with stronger fundamentals would com- 
mand a higher market price. 


Source: Sebi 
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Grading glitches 

A section of experts, however, say that 
this would dent the IPO market out- 
look. The new mandatory system im- 
posed by Sebi in March may weed out 
weak companies, but the extensive pa- 
perwork in the present system may 
slowdown the IPOs of many compa- 
nies. Further, many realty companies, 
whose IPOs are in the pipeline, may 
find their valuation drastically fall due 
to this grading system. In adherence to 
strict Sebi guideline, the realty firms 
will have to disclose data about land 
bank (the land they actually own), pro- 
vide concrete proof of complete owner- 
ship, and determine the valuations on 
the basis of the current prices and not 
of any future projections. This strin- 
gent move by the capital market regu- 
lator is likely to adversely impact the 
realty IPOs in the near future. 

Investment bankers are anticipat- 
ing IPO rush to decline by 10-15% in 
2007 with prospects dimming further, 
if stock market crashes. Also, the new 
regulation may hamper the IPO busi- 
ness of the investment banks such as 
Citigroup, which holds the top position 
in equity funds rising in 2006, followed 
by Morgan Stanley, Deutsche Bank, 
and Merrill Lynch. But an increasing 
number of cross-border M&A deals 
and the growing trend of Indian compa- 
nies to raise money abroad are likely to 
partially offset the lower growth of IPO 
business. 

Though apparently, from the 
investor’s point of view, the grading 
system seems fantastic, it can also 
lead to some anomaly: Two IPOs 
within the same location can be graded 
very differently by a grading agency; 
and they can also be graded differently 
by different grading agencies. Another 
concern is that a grading point of five 
may sometimes misguide the small in- 
vestors into falsely believing that a 
high premium would come about on 
listing. Similarly, retail investors may 
be misled by a low-graded IPO, which 
could ultimately prove to be a'lost op- 
portunity' in the future. 

Also, the lack of valuation aspect 
in the grading system could make the 
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CRISIL believes that IPO grading will benefit 
equity markets in a manner similar to how 
credit rating benefits bond markets. Grading 
will help equity investors in their investment 
decision by presenting an assessment of the 
fundamentals of the issue in a robust com- 
parative framework. 

CRISIL is well-equipped to carry out this exer- 
cise. It has a team of analysts in its research 
business who track more than 45 sectors in 
India on an ongoing basis. This research 
comprises fundamental sector analysis. 
CRISIL believes that this team, which is dis- 
tinct from the credit rating team, will be able to 
bring the requisite equity orientation to the 
company analysis that IPO grading needs. 
CRISIL IPO Grading is based on an assess- 
ment of business prospects, financial pros- 
pects, management quality and corporate 
governance. 


Equity markets all over the world have felt the 
need for independent research. Regulators 
have been trying various method to achieve 
this. CRISIL believes that IPO grading is a 
good way to provide independent research to 
the equity investors. 


whole process an unfinished task. 
Further, the rating agencies in India, 
which have prior experience in debt 
rating that is more standardized in 
nature, could face difficulty in rating 
the equities, which, unlike debt 
rating is more dynamic as well as 
complicated. Finally, IPO grading sys- 
tem could compel companies to raise 
capital in India and from overseas 
markets. 

Given that, it would be imperative 
for investors not to take these ratings 
as sacrosanct; they may rather use it 
only as an additional input to make an 
informed decision.m 

— Amit Singh Sisodiya 
and Sanjoy De 
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US Subprime Mortgage Market 


Boon to Bane 





The booming US subprime mortgage market has hit a roadblock after 
witnessing a series of delinquencies and foreclosures. 





ome ownership has always 
been a cornerstone of the 
Great American dream. As 
Americans reckon it as a risk-free growth 
investment, many of them prefer owning a 
house to renting. Against this backdrop, 
Subprime mortgages emerged as a boon 
for many, especially for those who couldn't 
afford to buy a heme. It may not be an 
exaggeration to say that many low income 
and minority families would not have re- 
alized their dream ofowning a house with- 
out the tremendous growth of this new 
kind of mortgage business called 
subprime lending. It long seemed like a 
winning proposition for all parties. 
Nevertheless, over the past few 
months, as borrowing rates have turned 
upwards and house prices have fallen 
sharply in many parts of US, the looming 
subprime crisis has then surfaced. 
Though all sectors of the martgage mar- 
ket have been impaired, but none more 
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than subprime loans which have ex- 
tended credit to borrowers with shaky 
credit histories. 

The initial alarm bells signaled the 
meltdown in the late last year when two 
subprime lenders, Ownit Mortgage Solu- 
tions and Mortgage Lenders Network, 
filed for bankruptcy. However, the seri- 
ousness of it was felt only in March 2007 
when the nation’s second largest mort- 
gage lender, New Century Financial, ap- 
peared to run into troubles. Later in 
April 2007, it filed for bankruptcy under 
chapter 11. Thus, the avenue which has 
long contributed to the housing boom in 
the US has suddenly turned out to be a 
bane with the increasing delinquencies 
and foreclosures. Consequently, there 
are growing concerns that the woes of 
subprime lending may spread to regular 
mortgages and even into the broader 
economy by impinging on consumer 
spending. 


High risk mortgage 

Subprime borrowers are those whose 
credit ratings are generally below 620 on 
the FICO (Fair Isaac and Company) 
credit scale, which ranges from 300 to 
850. These are borrowers with blemished 
credit histories and who do not have ac- 
cess to credit in normal ways. To lenders, 
subprime borrowers pose a higher level of 
credit risk than individuals with good 
credit, which implies that there is a 
greater chance they will not pay back the 
loan. To compensate the high rate of de- 
fault, subprime lenders generally impose 
higher interest rates and fees. Their mort- 
gage rates are about 2 to 5% higher than 
those paying prime rates. 

Lenders usually offer adjustable rate 
mortgages with the hope that borrowers 
credit score will improve over a period of 
time. The common lending vehicle used by 
any lenders is ‘2-28’ loan which offers a 
fixed lower interest rate for the first two 
years after which it resets to higher ad- 
justable rate for the remaining 28 years of 
the loan. Subprime mortgage market ca- 
ters to a sizeable chunk of 20% of the US 
home loan market. 


Rise and fall 

The rise in subprime lending reflects the 
gradual evolution of credit markets which 
has resulted in more liberal lending pat- 
terns by lenders and financial institu- 
tions. Indeed, successive governments, in 
an attempt to promote home ownership, 
supported extending credit especially 
among minorities and other groups who 
are deprived of access to credit. As an im- 
portant step towards this direction, De- 
pository Institutions Deregulatory and 
Monetary Control Act (1980) was laid 
down which permitted lenders to charge 
high interest rate and, thus, provide ac- 
cess to credit to poor rather than denying 
it altogether. 
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US Subprime Mortgage Market 


INTERVIEW 


Incentives based on short-term performance and competition among lenders for 
market share lead to unsustainable and very aggressive lending behavior. 


Of late, subprime mortgage market has been witness- 
ing a severe downturn. What are the major reasons 
that have led to such a rapid meltdown? 

Subprime is called that for a reason. These 
are riskier loans to begin with and are, thus, 
subject to higher risk of default. Recent 
subprime origination practices and incen- 
tives, however, contributed to the problem. 

In particular, loan originators were 
incentivized to originate as many loans as 
possible with little consideration of the long- 
term ability of borrowers to repay or of ad- 
equately pricing for long-term risk. My recent 
paper on “Underpriced Lending and Real Es- 
tate Markets," co-authored with Andrey 
Pavlov, discusses the main reasons why loan 
originators might choose to originate loans with high probabil- 
ity of default, higher probability than loan originators will be 
willing to underwrite for the long run. The result is artificially 
unsustainable high housing prices due to the too liberal lending 
terms as discussed in a second new paper (discussed further 
below), co-authored with Andrey Pavlov, on *Aggressive Lend- 
ing and Real Estate Markets." 

The main intuition is that incentives based on short-term 
performance and competition among lenders for market share 
lead to unsustainable and very aggressive lending behavior. 
Such behavior can persist and be profitable for the loan origina- 
tors in a rising real estate market, because defaults do not occur 
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immediately. However, as the market cools 
off, prices flatten or decline, lending terms 
tighten, and some of the mortgage payments 
reset to higher levels, an increasing number of 
borrowers are forced into delinquency and fore- 
closure. And the market will cool off because 
lending terms tighten as defaults increase. 

Once foreclosures start occurring, lenders 
withdraw from the market, creating further 
downward pressure on real estate prices. 
This, in turn, leads to more defaults and 
larger losses, and ultimately prolongs the 
negative cycle in the real estate market. 

The too easy lending terms which re- 
sulted from a race to compete for borrowers 
temporarily propped up the market and re- 
sulted in a credit induced housing boom and price increases. 
This was the story of 2006. Now in 2007, we are into the real- 
ized higher default rates and lower pricing with most of the 
resets yet to come. 


How do these subprime mortgages operate? Who are the leading lenders 
facing tough times of late? All of the major 30 stand alone lenders are near 
bankruptcy or are in plans to be acquired. 

I don't have a list of the lenders that have gone bankrupt, but 
New Century Financial is an example of the subprime lenders 
who ran into trouble. New Century Financial, like most other 
subprime lenders, used mortgage brokers to originate a large 


Typically, many specialized subprime 
lenders borrow money from a bank or an 
investment bank instead of putting their 
own money. They offer subprime loans to 
credit deprived groups and subsequently 
repackage these loans into mortgage- 
backed securities or bonds. They sell 
these bonds to the investors who are lured 
by the high interest rate that they offer. 
They will in turn use the investors’ money 
to repay the amount borrowed from in- 
vestment bank. On the other hand, the 
high monthly interest rate payments mo- 
bilized from subprime borrowers will be 
directed to repay bondholders. This is how 
the boom in loan securitization business 
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has also contributed to the boom in 
subprime mortgage business. 

The number of subprime organiza- 
tions grew tenfold from 1994 to 2003. In 
fact, the sharp run up of housing prices 
during the housing boom in the past few 
years has also significantly contributed to 
the subprime mortgage boom. As a result, 
the value of subprime loans extended has 
increased fourfold from $150 bn to $650 
bn, during the years 2000-2005. 

However, indiscriminate lending 
policy has come at a price. Over a period 
of time, increased subprime lending has 
been associated with higher levels of de- 
linquency, foreclosure, and, in some 


cases, abusive lending practices. Five 
years ago, lenders required subprime 
borrowers to make large down payments 
and used to carefully document their in- 
come to analyze their debt repayment 
capacity. However, as competition 
heated up, many lenders lowered or 
eliminated these requirements. Some 
even permitted subprime borrowers to 
make just interest-only payments with- 
out any initial down payments. All these 
have led to predatory and unscrupulous 
lending practices. Besides this, the hous- 
ing slump which began last year has wit- 
nessed a sharp decline in housing prices. 
Consequently, the subprime mortgage 
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number of mortgages without employing many people or capital. 
As soon as possible, the newly originated mortgages are then 
packaged into pools and sold in the secondary market as mort- 
gage-back securities. While typically the mortgage originator 
makes a promise to buy the riskiest portions of the mortgage- 
backed securities if losses increase a certain level, very few of the 
major originators actually have sufficient capital to fulfill this 
promise. As a result, they are quickly pushed into bankruptcy 
and mortgage-back securities investors absorb the losses. 


What is its impact on the US housing markets or vice versa? 

The major impact is the negative impact on housing prices through 
an increase in foreclosed properties in the market and a decrease 
in credit, especially in markets where subprime is concentrated. 

The negative impact is due to both the higher foreclosure 
rates (and resulting more homes in the market) and the tight- 
ening of mortgage credit terms. Also as discussed above, these 
specifically are the markets where prices were pushed up by 
unsustainably underpriced credit. 

This is the topic of the second new paper, co-authored with 
Andrey Pavlov, on *Aggressive Lending and Real Estate Mar- 
kets." This paper establishes a theoretical and empirical link 
between the use of aggressive mortgage lending instruments and 
the underlying house price volatility. Within the context of a gen- 
eral equilibrium model with borrewing constraints, we demon- 
strate that the supply of aggressive lending instruments, such as 
non-amortizing low-equity mortgages, increases the asset prices 
in the underlying market because borrowers use these instru- 
ments to further leverage their current income. Thus, the aggres- 
sive lending instruments effectively relax the borrowing con- 
straint faced by prospective homeowners. Furthermore, in our 
model, lenders rationally re-price all mortgage instruments fol- 
lowing a negative demand shock. We show that the relative use of 
aggressive lending instruments declines following a negative de- 
mand shock, whether this re-pricing is anticipated or not. These 
two results provide for the important policy implication that the 


availability of aggressive mortgage lending instruments magni- 
fies the real estate cycle and the effects of large negative demand 
shocks. Using both local and national price index data, we em- 
pirically confirm the predictions of the model. In particular, we 
find that neighborhoods and cities that experienced a high con- 
centration of aggressive lending instruments at their respective 
real estate market peaks suffered more severe price declines and 
a lower supply of aggressive instruments following a negative 
demand shock. Overall, we find that the fluctuation of supply of 
aggressive lending instruments increases the volatility of the 
underlying asset prices over the course of the market cycle. 


Does this carnage spillover to other sectors of the economy also? 

'The subprime crisis is contained for now. There is no evidence 
that prime borrowers are also defaulting in large numbers, or 
that credit spreads on other mortgage or asset-backed securi- 
ties are widening. However, if the subprime problems depress 
the overall real estate markets, then prime borrowers could be 
forced to default as well, which might eventually translate into 
higher price of risk for all mortgage-based income securities. 
My view is, this is an unlikely scenario, but it is a possibility. 


What are the lessons to be learnt by other economies out of this failure? 
As unpleasant as the subprime crisis is, it actually speaks very 
highly for mortgage securitization. Only within months, the 
questionable lending practices were discovered and eliminated 
from the market. Lenders who resorted to very aggressive lend- 
ing were put out of business quite quickly. Also, at no time were 
the major commercial banks or their depositors were put at 
risk. This is a far better situation than the S&L crisis of the 
1980s or the Asian financial crisis, in which it took years for the 
regulators and the banking sector to work out the losses. So, the 
lesson is, in my view, that securitization of mortgages is very 
beneficial. It forces market discipline and transfers risks to 
investors who can absorb the losses without endangering the 
financial system of the country. 


market has also started feeling the heat 
and thereby witnessed a trend of gradual 
meltdown. 


Increasing delinquencies 

During the last year, subprime loans 
started defaulting at a higher-than-ex- 
pected rate. In reality, subprime barrow- 
ers were not prepared for the higher in- 
terest rate that was charged on their 
loans after a given period. Indeed, during 
housing boom periods, these subprime 
borrowers could have refinanced their 
loan with fresh loan at low interest rate. 
But, now, as the housing prices started 
tumbling, no one is willing to refinance 
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their loans. Hence, there was no other 
way left for them other than defaulting 
on their payments. 

This trend has also resulted in more 
number of foreclosures by the subprime 
lenders. And the tightening of credit 
norms has further increased the number 
of foreclosures. More than two dozen 
subprime lenders have already shut 
down their shops during the subprime 
mortgage meltdown that began late last 
year. 


Spillover effect? 


When it comes to the issue of spillover, 
opinions differ. Some industry experts 


feel that a slow down in subprime financ- 
ing means fewer people will be able to 
buy homes or cash in their equity. That 
implies further decline in home prices 
and consumer spending, and this results 
in slowing the economy. In contrast, few 
others fee] that there won't be any 
spillover effect on the other segments of 
the sector and, hence, the economy will 
not be impaired. However, only time will 
tell what its long-term effects on the 
nation's housing market and the 
economy will be.m 


— Y Bala Bharathi 





Reference # 01M-2007-05-12-01 


Chartered Financial Analyst 








BUILDING BETTER WORKPLACES FOR OUR CHILDREN 


Our vision and pioneering spirit hel; 


build infrastructure and realty solutions that fuel the nation's progress. This is the Spirit of Visioneering, and it inspires MARG to creat 


Ports, SEZs and IT Parks that are better spaces to work and do business. Serviced Apartments and ® 
een 
€ 


Townships - better places to live. And Malls designed to provide better shopping experiences. 
! opirit of Visioneering 





With MARO, the future is readv and waiting for vou. www.Marginfrastructure.com 





B FINANCIAL MARKETS 





Institutional Investors 


Enter Short Selling 
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Sebi's decision to allow short selling by institutional investors is expected to 
not only help reduce market volatility but also facilitate better price 


discovery for investors. 





This (move, will enable FIIs and 
domestic institutions to hedge their 
rishs. It will also help contain volatility 
and create a deeper market. 

— Andrew Holland, 
Managing Director, 
DSP Merrill Lynch. 


oon, short selling (the strategy 

of selling a stock without actu- 

ally owning it) will become a 
reality for institutional players like 
Foreign Institutional Investors (FIIs) 
and mutual funds as they have long 
since craved for a level playing field 
(with retail investors) and a mecha- 
nism to hedge their risk in the spot 
market; institutional investors, at the 
moment, can hedge their risk only in 
the derivatives market. “Allowing MFs 
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to short sell will have a threefold im- 
pact. It will deepen the market, will 
provide better options to find houses to 
execute their views and strategy and, 
most importantly, it will offer inves- 
tors a wider range of products," said 
Pankaj Razdan, Managing Director, 
ICICI Prudential AMC. To begin with, 
the institutional investors would be al- 
lowed to go short only on a universe of 
the same 159 stocks in which deriva- 
tives trading is allowed. Another rider 
is that these large investors also have 
to pay margin money like retail inves- 
tors do; institutional investors are ex- 
empted from paying margin money in 
the spot market, so far. 

The news has been received well by 
large investors including hedge funds, 
the largest users of the short-selling 


approach, as well. Sebi's intention to 
move towards introducing a system 
that allows short selling is good be- 
cause it will create more liquidity and 
deepen the market. 

While India has emerged as the fa- 
vorite destination for FIIs, they will 
get that extra fizz with Sebi opening 
the doors for short selling. Apart from 
them, even the domestic retail inves- 
tors are likely to get the benefit of car- 
rying forward the short position, 
which was hitherto not offered to 
them. As of now, they have to square 
up the trade (by buying the equivalent 
amount of share sold on the same 
day). While it sounds great, there are 
nonetheless some concerns as skep- 
tics feel that institutional short sell- 
ing will worsen the situation instead 
of minimizing volatility. 


Taming volatility 

The Indian markets have undergone 
many changes since the ban of short 
selling in 2001. The contribution from 
domestic and foreign investors has 
dramatically increased, resulting in a 
big take-off by the derivatives mar- 
ket. Further, the indices have consis- 
tently moved upwards since mid- 
2003 and to touch 14,500 in early 
2007. However, the rise has also been 
characterized by much volatility. The 
sharp run-up in the market has cre- 
ated big worries in the minds of the 
investors. Increased volatility has, 
however, forced the regulators to al- 
low institutions. Therefore, Sebi fi- 
nally approves institutional investors 
to indulge in short selling in March 
2007. It will act as a balancing factor 
to maintain the market equilibrium 
as the initiative would improve the 
economic performance by injecting li- 
quidity, thus helping to reduce vola- 
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tility and checking undue price rises 
in the market. Sandesh Kirkire, CEO, 
Kotak Mahindra Asset Management 
Ltd., said, "It will enable institutions 
to take advantage of both sides of the 
market—rising and falling. Earlier, 
investors could only use the derivative 
route to hedge their portfolio when 
markets fell. This move will allow in- 
stitutions to participate in a falling 
market." As well, Jayanth R Varma, 
Professor, IIM-Ahmedabad, said, “Al- 
lowing institutional investors to sell 
short will act as a kind of resistance 
when the market moves in one direc- 
tion. In the short run, it may cause 
some volatility, but in the longer run, 
it will definitely help in curbing vola- 
tility and improve price discovery." 


Some glitches yet 

According to Sebi, initially short sell- 
ing would be restricted to only 159 liq- 
uid stocks for which derivative trading 
is allowed. However, it is a negligible 
number for the Indian bourses. Justi- 
fying its move, Sebi's Chairman, M 
Damodaran, reasoned, "When you do 
something new like this, it is impor- 
tant to make sure that the system 
stabilizes first. To begin with, the 159 
derivatives stocks are a good starting 
point. Once the system stabilizes, the 
facility can be extended to more 
stocks." 

In another first, unlike in the past 
when institutions did not have to pay 
a margin while trading at the stock 
market, but now those opting for 
short selling have to pay margin 
money at the same rate that the in- 
vestors pay. However, in another ini- 
tiative, Sebi has also brought the 
benefit of freeing institutions from 
Securities Transaction Tax (STT) if 
they are going to be lenders, attract- 
ing more number of sellers of security 
into the market. "Introduction of 
short selling settled by delivery and 
securities lending and borrowing to 
facilitate delivery by institutions 
will help enhance the depth of the 
capital market and the flexibility for 
the participants and provide total 
mechanism for the market price dis- 
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covery," said Nimesh Kampani, 
Chairman, JM Financial Group. 

Sebi is likely to widen the scope of 
the lending and borrowing scheme for 
the institutional investors. For this, 
the market regulator is going to ap- 
prove more entities by identifying the 
potential lenders in the market. Big 
institutions like LIC, GIC and PSB 
need to get the board's approval if 
they want to lend their shares. It is a 
big opportunity for institutions be- 
cause the lender can lend the stock 
rather than keep it idle. Moreover, 
there is no possibility of short-term 
uncertainties while it can be avoided 
through short selling by investors. In 
the case of foreign investors, Sebi 
shall put an obligation of borrowing 
shares through Securities Lending 
and Borrowing (SLB) mechanism. 


| 


India can take a leaf out of other 
countries' books regarding the same. 
Commenting on Sebi's approval to 
create the opportunity for institu- 
tional investors, Alan Burr, Principal 
Consultant, Etheios, said to 
HedgeWeek, an online news publica- 
tion, "The ability to short sell, how- 
ever, will enable hedge funds to gain 
the market access they desire, but 
first the market will need to provide 
certain infrastructure measures to ac- 
commodate this. This will require 
banks, prime brokers and custody pro- 
viders to set up an effective stock lend- 
ing and borrowing facility." These 
kinds of concerns would definitely pop 
up, since the markets abroad are 
much mature and the investors in 
these markets are big in size unlike 
the Indian investors trading in indi- 
vidual stock futures. “It is a good mea- 
sure, but details of stock lending and 
how it is going to work are going to be 
very important," said Falguni Nayar, 





futures. 


The markets abroad are much mature and the 
investors in these markets are big in size unlike 
the Indian investors trading in individual stock 


Managing Director of Kotak 
Investment Banking. "It is a big deal 
for us to be able to put them in place 
too. We have to study it right, and 
Sebi has to implement something 
that works easily, especially for inves- 
tors," she added. Therefore, with a de- 
tailed study of markets, effective pro- 
cedural and technical guidelines can 
be prepared, which are easy to imple- 
ment. 


Road ahead 


The proposal by Sebi allowing institu- 
tional investors to short sell equities 
is likely to change the market dynam- 
ics by helping the investors to hedge 
their market risks more effectively. 
Ajay Bagga, CEO of Lotus India Mu- 
tual Fund said, “Overall, this is a good 
move to improve market efficiency. 





Short selling is a part of all developed 
markets in the world. It will lead to 
greater market depth. However, 
guidelines from Sebi are awaited for 
trading.” Experts say that an ideal 
plan will help to develop an effective 
lending and borrowing mechanism 
with the much needed length and 
breadth in the Indian capital market. 
“The bottom line is that short-selling is 
a good thing for Indian investment. It 
gives investors a proven mechanism for 
hedging risk and over time should at- 
tract more capital to India and ulti- 
mately reduce volatility in that mar- 
ket," said Michael Purves, Partner and 
CFO, Hudson Fairfax Group. However, 
for now, it is welcome back short sell- 
ing. How far the market depth will im- 
prove can only be identified once the 
guidelines are announced.m 


- Amit Singh Sisodiya and Kavitha Putta 
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Microsoft Windows 


Opening Up Exciting Vistas 








Windows Vista is all that Microsoft says it 
is, and much more. Its state-of-the-art 
interface and features are sure to leave you 
searching for words. And, if its impressive 
debut is anything to go by, Vista would 
prove to be a worthy successor to XP 


icrosoft Vista is making 
waves, That's the impres- 
sion cne gets if one goes by 


the claim made by the Microsoft Cor- 
poration. The sales of Vista, in its very 
first month in the market, were *more 
than double the sales that Windows 
XP racked up in twice the time." 
Microsoft has reportedly sold more 
than 20 million Vista licenses in its 
very first month compared to the 17 
million Windows XP licenses sold in 
the first two months of XP sales. This 
sales figure was for the period between 
January 30 and February 2007, and 
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the 20 million Vista li- 
censes include “software 
sold to PC makers, up- 
grades and the full pack- 
aged product sold to retail- 
ers," adds a news-report on 
IDG News Service. 


The first glimpse 

The latest from the stable of 
Microsoft Windows, Win- 
dows Vista is a line of 
graphical operating systems 
used on personal computers, 
desktops, notebook comput- 
ers, tablet PCs and media 
centers. 

Microsoft began work on 
Windows Vista, which was 
earlier known by its code 
name ‘Longhorn’, in 2001 
and planned to release it in 
2003. Originally, Microsoft 
wanted to introduce Vista as 
a small step between Win- 
dows XP (code named 'Whis- 
tler’) released on October 25, 
2001 and Windows Vienna 
(code named ‘Blackcomb’) 
scheduled for release some- 
time in 2009. However, 
many of the features and tools planned 
for ‘Blackcomb’ got incorporated into 
Vista, and naturally this resulted in the 
postponement of the release of Vista. 
There were also other unforeseen rea- 
sons for the delay. For one, the Microsoft 
team of developers was busy improving 
the security of Windows XP. 


The shift of focus 

On August 27, 2004, Microsoft an- 
nounced that the development of ‘Long- 
horn' would take some time as "signifi- 
cant and favorable changes" were being 
made to ‘Longhorn’, ‘Longhorn’ was for- 


mally christened ‘Windows Vista’, and 
the original ‘Longhorn’ based on Win- 
dows XP source code was dumped. 
Work on Vista began anew: While the 
Windows Server 2003 codebase was 
used as the base, a new software devel- 
opment methodology named ‘Security 
Development Lifecycle’ was incorpo- 
rated in an obvious attempt to address 
the security concerns raised against the 
Windows codebase. 

After an extensive and protracted 
beta-test program, Microsoft started 
releasing regular Community Technol- 
ogy Previews (CTP) to beta testers in 
September 2005. Based on the feed- 
back from the beta testers and 
Microsoft Developer Network subscrib- 
ers, Microsoft started incorporating the 
changes to the interface and fine-tuning 
the original features. With the release 
of CTP in February 2006, Vista was 
deemed feature-complete. And, in May 
2006, after testing the stability, perfor- 
mance, application, driver compatibil- 
ity, and documentation of the product, 
Microsoft released the Beta 2 version, 
which was made available to the public. 
This was reportedly downloaded by 
about five millions users. Microsoft re- 
leased two more release candidates in 
September and October for public con- 
sumption. And, on November 8, 2006, 
the much-delayed and much-expected 
announcement came: Windows Vista, 
Microsoft’s lengthy operating system 
development project is over and the 
product is ready for release. 

Though Microsoft had originally 
targeted a Christmas 2006 release, it 
could not do so as the companies that 
provide hardware and software to 
Microsoft needed additional time for 
preparing device drivers. Starting from 
November, Windows Vista was re- 
leased in stages to computer hardware 
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Technology res 


and software manufacturers, business 
customers, and retail channels, culmi- 
nating in the worldwide release to the 
general public on January 30, 2007, 
about six years after it was thought of. 

Microsoft CEO Bill Gates report- 
edly said in August 2004, “Getting 
‘Longhorn’ to customers in 2006 will 
provide importamt advances in perfor- 
mance, security and reliability, and will 
help accelerate zhe creation of exciting 
new applications by developers across 
the industry.” And, Windows Vista does 
offer a significant number of features, 
some improved and some new, over 
Windows XP. 


Seeing is believing 

The Mierosott official website claims, 
“Seeing Windows Vista for the first 
time may leave you searching for 
words." And it goes on to list out 100 
reasons as to why Vista would leave you 
speechless. 

Windows Vista's new features in- 
clude the advanced ‘Windows Aero’ 
which gives a lct more clarity and a 
transparent look to the user interface. 
The interface includes spectacular 
graphics, transhacent glass-like menu 
bars, and "Windows Flip 3D’ which al- 
lows the user to f'ip through everything 
that he is working on with a simple 
mouse-click. Mobility features, such as 
"Windows Mobility Center’, ‘Network 
and Sharing Center’, and ‘Sync Center’, 
put the user in control of his network 
experience and enable him to stay con- 
nected from arvwhere in his home. 
‘Windows Media Center’ with a cempat- 
ible remote control enables the user to 
bring tegether all of his favorite con- 
sumer electronics devices, such as TV, 
stereo, DVR, geming deviee, amd PC, 
and make his Vista-capable PC the ul- 
timate entertainment package. The 
user can search, select and play tracks 
easily and quickly at the click cf a re- 
mote control. 

While ‘Windows Sidebar’ brings 
utilities such as a clock, a calendar. and 
currency exchange and provides ‘ive in- 
formation such as news and weather 
reports, the “Windows Backup and Re- 
store Center offers improved backup 
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and restore fanctions. With the all-new 
‘Instant Search’, the user can locate a 
document, photo, e-mail, song, video 
file, or program on his PC or on the web 
in a jiffy. 

Above all, Windows Vista provides 
better security to the information on 
one’s PC than any of the earlier versions 
of the Windows. As a result, the user 
may not have to install separate 
antispyware or firewall software. Joris 
Evers, reporting for CNET News.com, 
quotes a Yankee Group report in sup- 
port of her ebservation that the en- 
hanced security features of Vista might 
shrink the $3.6 bn market for Windows 
security products such as antispyware 
and desktop firewalls. 


What you buy is what you get 
However, there’s a catch. The Microsoft 
list of 100 reasons does include a rider 
that “Some product features are only 
available in certain editions of Win- 
dows Vista and may require advanced 
or additional hardware." 

There are different editions of Vista: 
Home Basic, Home Premium, Busi- 
ness, and Ultimate, and not all Vista 
features wouid be available on all Win- 
dows Vista capable PCs. A good num- 
ber of features require advanced or ad- 
ditional hardware. To avail of some 
features such as Media Center Ex- 
tender or Xbox 360, the user has to 
cough up money for additional compat- 
ible networking equipment to set or ac- 
cess a wired or wireless home network. 
And, to enjoy all the features of Win- 
dows Media Center an Internet connec- 
tion is indispensable, and a few require 
additional purchase of add-ons. 

In other words, a ‘Windows Vista 
Capable' logo does not automatically 
guarantee that the computer has 
enough graphics horsepower and other 
capabilities needed to run all the new 
features that Vista offers. Ina Fried, 
Staff Writer with CNET News.com is of 
the opinion that a PC with 512 MB of 
memory, 800 MHz precessor, and a 20 
GB hard drive with at least 15 GB of 
free space can get the basic features of 
Vista such as the new search abilities 
and improved security. However, to see 





the Vista in all its splendor and glory, 
particularly its state-of-the-art new 
Aero graphics, one needs a relatively 
modern video card with around 128 MB 
of dedicated graphics memory. Or other- 
wise, one who wants to avail of all the 
features that Vista promises should 
look for the shiny 'Vista Premium 
Ready logo. 

While Vista Home Basic is priced at 
$99.95 (Rs. 7,854 in India), Vista Home 
Premium costs $159 (Rs. 9,293), Vista 
Business $199.00 (Rs.11,546), and 
Vista Ultimate $259 (Rs.15,442). 


Another colorful feather in MS' 
cap 

And, ali those long years spent in gesta- 
tion, the hype, and criticisms have not 
gone waste. News reports indicate that 
Vista has made an impressive debut 
and that the pace of Vista adoption is 
more than double the rate of its prede- 
cessor, Windows XP, This just goes to 
prove that Microsoft CEO Steve 
Ballmer was right in his prediction that 
consumers would move to Vista faster 
than they did with any of the previous 
Windows upgrades. However, Ballmer 
has also cautioned against analysts' 
buoyant forecasts for revenue from Win- 
dows Vista in the next fiscal year as 
"overly aggressive". 

Another report on CNET.com (Feb- 
ruary 8, 2007) indicates that PC unit 
sales soared 173% at US retail stores 
during the week ended February 3 
(Vista's debut week), compared with PC 
sales in the previous week. During the 
same week, PC unit sales marked a 
67% increase over the corresponding pe- 
riod a year ago. 

Not such bad news for a company 
which makes about 75 cents in operat- 
ing profit for every dollar of sales of its 
Windows franchise. The release of Win- 
dows Vista could turn out to be another 
significant business milestone in the 
history of Microsoft, whose Windows 
operating systems are estimated to be 
running on more than 95% of the world's 
computers. i 


— R Venkatesan lyengar 
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M BUSINESS ENVIRONMENT 


M&As in Japan 


On the Resurgence 





The rising sun is emerging as an attractive location for foreign investments; 
M&A activities will continue to grow in both the number of deals and the 
size. 


ince the collapse of the economy 

in 1991, Japanese corporates 

have virtually been unmention- 
able in the business world. As the 
economy is showing signs of recovery, 
it has accelerated its efforts to open 
further to the world economy and be 
freed from the horrendous clutches of 
recession and economic slowdown. On 
the corporate front, takeovers and 
buyouts have suddenly become ram- 
pant. According to Dealogic, a global 
M&A consultant, Japanese compa- 
nies announced 162 acquisitions of 
non-Japanese entities worth $20.8 bn 
between January and mid-August 
2006. This is more than the $15.9 bn 
worth overseas acquisitions an- 
nounced in 2005 and five times the to- 
tal in 2003. Mergers & Acquisitions 
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(M&As) have been on the rise, reach- 
ing a then record-high of approxi- 
mately 2,725 closed deals in 2005. In 
terms of the 2005 breakdown, the 
composition of M&A closed deals re- 
garding domestic M&A, inbound and 
outbound types were around 75%, 
15% and 8% of the total, respectively. 
Over the past decade, not only domes- 
tic deals but also M&As, involving for- 
eign companies acquiring Japanese 
companies, have been increasing dra- 
matically. The same scenario contin- 
ued in the first half of 2006 and re- 
ported to have hit another record-high 
of 1,409 closed deals. 


Why this sudden spurt? 


The cut-throat global competition and 
the increasing need for heavy invest- 


ments in R&D have led to a large 
number of M&As, particularly in the 
financial services sector, pharmaceu- 
ticals, consumer electronics and tele- 
communications. Further, the relax- 
ations in many non-tradable sectors 
helped M&As to emerge as a more re- 
alistic market-entry option for foreign 
investors. 

Combined with a banking system 
flush with money and low international 
interest rates, Japanese companies are 
finding ready partners in seeking acqui- 
sition targets overseas. The govern- 
ment has also initiated various mea- 
sures to create new opportunities for 
FDI, thereby encouraging the M&A ac- 
tivity. One factor to be taken into con- 
sideration is that there is an increasing 
presence of foreign shareholders in 
Japan's equity markets. 

The proportion of Japanese stocks 
held by foreigners climbed from 6% in 
1991 to 24% in 2005. Another factor 
pushing the M&A wave is, there is a 
pressing need to acquire energy and 
commodity assets since Japan lacks 
natural resources, particularly en- 
ergy. 

According to Recof, a Tokyo-based 
M&A consultancy, the total number of 
M&A transactions in Japan in 2006 
was 2,764, up by 1% from that of the 
previous year. However, only 148 of 
those deals were of foreign buyers and 
the rest were of Japanese companies, 
which have also begun snapping up 
large numbers of overseas businesses 
for the first time since the late 1980s. 
These include acquisition of IBM's 
digital printer unit by Ricoh for $725 
mn, Toshiba's $5.4 bn takeover of 
Westinghouse and Bridgestone's 
$1.05 bn agreement to acquire 
Bandag, an American company spe- 
cialized in retarding tires. 
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Will history repeat? 
Looks like the Japanese have learnt les- 
sons from their overseas buying binge in 
the late 1980s, when they paid huge 
amount in most cases like Columbia 
Pictures. However, there has been a 
change in their thought-processes and 
they have started acquiring sound busi- 
ness sense, hence making more profits. 
One o? the most important develop- 
ments is the increase in the number of 
more assertive shareholders, who are 
demanding more from Japanese compa- 
nies. Scott Callon, Chief Executive, 
Ichigo Asset Management, says: "Share- 
holders are starting to stand up and they 
are powerful. Japanese management is 
increasingly being driven to do things dif- 
ferently, including M&A.” M&A experts 
say the rise of mergers is part of Japan's 
plan to embrace less-fettered campeti- 
tion that has helped revive its $5 tn 
economy from a decade of stagnation. 
In the past, most of the M&As were 
mainly among Japanese firms and 
cross-border deals were not persistent 
in Japan. Globalization and the boom 
in the stock market in the 1990s encour- 
aged M&As. Earlier, there were no fi- 
nancial] intermediators for M&As in 
Japan. However, during the surge in the 
M&A activitv in the 1990s, foreign in- 
vestment banks and other financial 
intermediators have emerged and 
started playing a significant role in en- 
couraging M&As. 


Number of M&A in Japan 


Bubble economy 
collapsed in 1991 


ü 


1365 1988 1991 1994 


Source: www.coim-japandusiness.com, Japan Business Expert 
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Shareholders gaining strength 
Franklin Allen, co-Director of 
Wharton's Financial Institutions Cen- 
ter, accentuates that Japanese busi- 
ness culture is dissimilar to most 
Western capitalist systems where 
shareholder return is the central goal. 
The top 10 shareholders have a con- 
trolling position of 50% of shares in the 
majority of the listed companies, with 
the largest shareholder having around 
20%. A successful M&A activity, there- 
fore, is usually not possible without 
their consent. As the Japanese compa- 
nies are on a restructuring mode, Japa- 
nese corporate law has been amended 
twice since 2003 and the corporate gov- 
ernance environment has been im- 
proved by letting firms to structure 
committee systems within their 
boards to create a mix of shareholder- 
friendly elements. Individuals and for- 
eign institutions are now emerging as 
the largest shareholders companies 
and banks. Similarly, many corporates 
are hiring outside directors and plac- 
ing greater emphasis on shareholder 
value in their management practices. 
Several recent high takeover bids 
show the signs of Japanese entrepre- 
neurs and shareholders alike becom- 
ing more willing to consider hostile 
takeovers as legitimate method of 
business transfers. The shareholders 
in Japan made corporate history re- 
cently when shareholders, disgruntled 


M&A has started booming 


with the terms of a proposed merger, 
vetoed a deal for the first time. The 
American manager of a Japanese fund 
grouped up the Japanese shareholders 
of a small steelmaker, Tokyo 
Kohtetsu, and arrested a merger—a 
purchase by a rival, Osaka Steel— 
that has been approved by the 
company’s board. 


International comparisons 
Compared to the European and Ameri- 
can counterparts, Japan’s share in glo- 
bal M&A activity stands at around 5- 
6% of the total value, relative to the 
size of its economy. The figure, though 
small, is in fact an optimal level for the 
Japanese economic efficiency or eco- 
nomic welfare based on international 
comparisons. The total M&As in Ja- 
pan has increased fivefold from 531 in 
1995 to 2,725 in 2005, as compared 
with the approximately 10,000 cases 
in the US. Japan’s increased premium 
(10% on average) in the early 2006 is 
still lower than that of the US, UK, 
South Korea and northern European 
countries since M&As by Takeover Bid 
(TOB) are far still rare in Japan and 
mostly are among and between group 
firms, including subsidiaries. Stock 
transactions as part of M&As 
amounted to over 6% of market capi- 
talization in the US and the EU, com- 
pared to less than 2% in Japan in 
2005. According to Thomson Financial, 
in the US, an economy 2.6 times the 
size of Japan’s, there were 10,634 
mergers, i.e., nearly four times the 
number of mergers the previous year 
as in Japan and European countries 
had 12,091. 


Japan’s merger guidelines 

Until recently, there were enormous le- 
gal and many other actual or emotional 
barriers against acquisitions of Japa- 
nese corporations by foreign enter- 
prises. However, the situation has 
changed and the Japanese government 
policy openly encourages and facilitates 
M&As as a means to reshape the 
economy. On January 31, 2007, the Ja- 
pan Fair Trade Commission (JFTC) 
published for public comment a draft of 
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the revised "Guidelines on the Applica- 
tion of the Anti-Monopoly Act to Re- 
viewing Business Combination". If 
adopted, these changes are likely to 
have important implications for trans- 
actions that are subject to review by the 
JFTC. Kazuhiko Takeshima, Chair- 
man of the JFTC, insisted that the revi- 
sion had not come about because of po- 
litical pressure, but to help make Japa- 
nese corporations more efficient using 
M&A as the tool. 

The rules have raised questions over 
stifling of foreign competition and the in- 
flux of foreign capital. Fhe new triangular 
merger rules (a foreign company acquires 
a Japanese company by merging it with a 
domestic subsidiary) which also take ef- 
fect on April 1, 2007, the start of Japan's 
fiscal year, have been seen as a boost for 
foreign companies doing business in the 
country. There are predictions that firms 
will raise dividend payments and con- 
duct stock buybacks to boost shareholder 
value as the consolidation trend picks up 
steam. The European Commission sees 
this as a positive step to creating a better 
investment climate. 


Bigger M&A tide 


There is a rising prevalence of M&As 
involving Japanese companies, both do- 
mestically and internationally. Most of 
the transactions are domestic but there 
is a steady increase in cross-border 
deals as well. Nowadays, Japan is an 
attractive location for foreign invest- 
ments, as witnessed by the active in- 
crease in the volume of M&A activity in 
recent years. According to REFCO Ja- 
pan Ltd., there were 31 hostile takeover 
bids in 2006 with an estimated value of 
$26.12 bn, over the annual total of such 
bids in 2004. Softbank's acquisition of 
Vodafone represented a major event in 
the increasing wave of M&A activity in 
Japan. Citigroup offered as much as 
$10.8 bn to buy a troubled brokerage 
firm, Nikko Cordial, in what could be 
the largest foreign takeover ever in Ja- 
pan. Recently, Japan Tobacco acquired 
its British rival, Gallaher Group Ple, for 
about $15 bn. A Japanese pharma com- 
pany, Sankyo, which is ranked No. 23 in 
the world and third in Japan, an- 
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nounced its planned $7.8 bn acquisition 
of Daiichi Pharmaceuticals, which is 
ranked No. 32 in the world and sixth in 
Japan. In today's globalized markets, 
standing still means being overtaken. 
Nippon Steel President, Akio Mimura, 
says: "An increasing number of busi- 
ness managers see M&As as an option 
in Japan as well... I believe that it is 
natural for M&As to be used as a means 
for achieving growth." 

The acquisition of Japanese corpora- 
tions by foreign companies has become 
realistic in Japan. Spectacular cases are 
acquisition of part of Nissan by Renault, 
acquisition of the Long Term Credit 
Bank of Japan by Ripplewood, Nippon 
Sheet Glass acquisition of British rival 
Pilkington PLC for $3.8 bn, and Toshiba 
Corp. acquisition of the US nuclear 
power equipment manufacturer, 
Westinghouse Electric Co. for about 640 
bn yen. Nippon Steel Corp., a distant sec- 
ond in output behind the new Arcelor- 
Mittal, has moved to expand capital and 
business ties with Posco, South Korea's 
largest steelmaker. In the auto industry, 
struggling giant, General Motors Corp. of 
the US, contemplated an alliance with 
Nissan Motor Co. and France's Renault 
SA, though the negotiations went no- 
where. Still, acquisitions of Japanese 
corporations by foreign companies are 
very rare compared with other advanced 
industrial nations; there are only around 
50-60 cases a year. 


Does size matter? 

Japan's overall M&A market is increas- 
ing, but the market share is still small 
when compared internationally because 
of several factors. One reason is the deep 
cultural aversion to hostile takeovers. 
Financially-profitable companies re- 
sisted the idea of M&As, even if it would 
enrich management and shareholders. 
The discriminatory treatment of foreign 
firms in M&As was one main factor 
wherein particular non-cash transac- 
tions were not allowed in the case of for- 
eign firms. The specific Japanese corpo- 
rate structure, in which there were differ- 
ent business norms and corporate cul- 
ture taboos between firms, is another 
hindrance to carry out M&As. 


.. M&Asin Japan 


Stable cross-shareholding has been 
a key pillar of Japanese style manage- 
ment and corporate governance. After 
1997, when the banking crisis wors- 
ened, the share of stable cross- 
shareholding has fallen significantly to 
around a quarter, and companies have 
largely been emancipated from the 
Japanese main banks. The share of 
cross-border deals fell from a peak of 
11% of total M&As in Japan in 1999 to 
9% in 2004, reducing the interest from 
the corporate side as healthy firms 
turned to direct financing from capital 
markets, thus reducing their interest in 
holding shares of the troubled banks. 
These institutional changes have been 
responsible for this surge in M&As 
since the late 1990s. Further, a new law 
in 2001 required banks to reduce their 
equity holdings to no more than 100% of 
tier I capital. Following this is the cre- 
ation of the Banks' Shareholding Pur- 
chase Corporation in 2002; the bank of 
Japan started to directly purchase 
stocks from banks. 


Outlook 


The increasing M&A activity is a wel- 
come sign in Japan, where the emphasis 
typically has been on mergers rather 
than acquisitions, and the transactions 
have mostly been in finance and technol- 
ogy. However, the skepticism about 
M&As is still very deep-rooted, and there 
are fewer outbound M&As. Other than 
the M&A approach, the cultural factors 
regulate the M&As in Japan and the fu- 
ture of outbound M&As is much sub- 
jected to the Japanese economic perfor- 
mance. M&As pick-up is evident in selec- 
tive buying following the recent lifting of 
barriers on triangular mergers, under 
which foreign firms can acquire local 
companies using their own stock as pay- 
ment. With Japanese companies keen on 
corporate restructuring and enhancing 
competitiveness in both domestic and 
overseas markets along with regulatory 
and cultural changes, M&As are ex- 
pected to become stronger in the days to 
come.@ 


- N Janardhan Rao and T Raina 
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Nagalakshmi 
wants to be 
a teacher 


Mohammed Mastan 
wants to be a soldier. 


Kakoli wants to be a nurse. 


Modes! ambitions, one may think. 
3ut not for these children. Education at a good school used to be well beyond their parents' means. 


Not ony longer 


These children now get a real education at the Icfai Republic School. Virtually free. 


The Icfai Republic School is an English-medium school with good teachers, and facilities and infrastructure 
- spacious classrooms, computer and audio-visual labs, play areas - that match the best. 


Children at the school get milk with supplements in the morning, and a nutritious, free, lunch. 
Textbooks, notebooks, school uniforms, and shoes are also provided to them at highly subsidized prices. 


Now, their dreams can become a reality. 


You too can join with Icfai and the Alpha Foundation to help more children like Nagalakshmi, 
Mohammed and Kakoli. 


Make a contribution. Make a difference. 





For more information, please contact: 


Tne Alpha Foundation 

Plot No. 8, Dwarakapuri Colony, Punjagutta, 
Hyderabad - 500 082, Andhra Pradesh, India, 
Phone: 040-23423115 / 16 / 17, Fax: 040-23423118 
Website: www.alphacharities.org 


Contributions to the Alpha Foundation are eligible for income tax exemption under Section 80G of the IT Act. 





B CORPORATE STRATEGY 


Motorola 


Sound of a Slump! 





Amidst sluggish performance and a 
proxy battle with billionaire investor 
Carl Icahn, the world’s second 
largest maker of mobile handsets 
faces a tough future ahead. 


Performance in our Mobile Devices 
business continues to be unacceptable, 
and we are committed to restoring its 
profitability, 

— Edward J Zander 
Chairman and CEO, Motorola Inc. 


or the Motorola Inc., the 
Schaumburg, Illinois-based 
company that once revolution- 
ized the mobile communications land- 
scape with its pathbreaking invention 
of the wireless phone and dominated 
the industry for long, these are surely 
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not the best of the times. The company, 
to the horror of millions of Moto (as its 
handsets are popularly known) fans 
and market analysts, recently an- 
nounced that it incurred losses to the 
tune of $181 mn during the first quarter 
ending March 31, 2007 as against prof- 
its of $686 mn in the corresponding 
quarter in the previous fiscal year. The 
poor results come on the back of a recent 
reshuffle in the management which was 
necessitated after the continued slump 
in its once-prosperous core business of 
handsets. The embattled giant shipped 
only 45.4 million handsets during the 
said quarter, down from 65.7 million 
shipped during the fourth quarter of the 
previous fiscal as it failed to push sales 
in the lucrative emerging markets such 
as India and China. As a result, revenue 
in its core mobile handsets division was 
down 15% as compared to the same 
quarter of the previous year. A section of 
analysts even blame it on the 
company's failure to develop a block- 
buster successor to the hugely success- 
ful but now ageing Razr phones. 

And it appears there is more bad 
news in store for investors as the mobile 
major does not expect its fortunes to im- 
prove in the near future, at least in the 
next few quarters. “As I said a few 
weeks ago, the performance in our Mo- 
bile Devices business in the first quar- 
ter is unacceptable and we are commit- 
ted to restoring it to an appropriate 
level of profitability," said Zander. 
However, jittery investors have already 
pulled down the stocks this year to the 
levels seen only in 2005. 

Surely, these are no less than a 
nightmare for the man at the top who 
was once hailed as the turnaround art- 
ist for reviving the sick mobile manufac- 
turer out of its darkest days in 2004. 
However, it seems Zander is suddenly 


finding it increasingly difficult to steer 
the company out of the myriad prob- 
lems that have cropped of late. 

It's not that Zander is not doing his 
bit to help his company recover the lost 
ground amidst fierce competition. How- 
ever, he would need to do more. Already 
in a heaviest blow to Motorola, Ron 
Garriques, hailed as one of the most ef- 
ficient heads of the Motorola Mobile De- 
vice division left to join hands with Dell. 
And, a proxy war with billionaire inves- 
tor Carl Icahn, and speculations that a 
takeover threat would be imminent 
with many private equity players cir- 
cling around it have only made the job of 
regaining the company's lost glory 
tough for Zander. 

Surely, things aren't going its way 
for Motorola. “Motorola really dug itself 
into a deep hole. It will take quite a bit 
of time for the company to climb out of 
it,” said an analyst with RBC Capital 
in an interview to the Wall Street Jour- 
nal. Indeed, it's really shocking for the 
very company which had fought back 
strongly and won back its market share 
in a major way, thanks to its revolution- 
ary model, MOTORAZR, gaining al- 
most 229; market share in 2006 from 
the petty 14% in 2003. However, the 
model is now appearing to be losing its 
popularity with buyers. Even succes- 
sors of RAZR like KRZR and SLVR 
have failed to make the same connec- 
tion with the public. *We believe that 
the issues are not a one time hiccup but 
rather a reflection of a weak portfolio 
that struggles to replace a successful 
RAZR model," said Tal Liani, a Merrill 
Lynch Analyst. 


Zander's days 

Flash back to 2001 and 2002 when 
Motorola incurred combined net losses 
of nearly $6.42 bn and it looked that 
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INTERVIEW 





What reasons de you attribute to Motorola's re- 
cent poor performance? 

Motorola has had an up and down ride 
over the last decade or so. In the 1990s, 
they were tops, until the cellular market- 
place changed from analog to digital, leav- 
ing the company behind in the dust be- 
cause all their devices were analog. That's 
when they lost the number one slot and 
started fighting with Nokia, Ericsson, and 
so on. A few years ago, they finally hit it 
with the Razr. It was a big success that 
put Motorola back on the winning track. 
The problem I have had all these last sev- 
eral years is wondering about what comes 





Jeff Kagan 
The Telecom Industry Analyst 





Motorola is running into the same ‘high and low’ performance as Nokia and other competitors. 


Zander took over Motorola at a time 
when they had a breakthrough product, 
the Razr. How much of that success was 
due to Zander? The Razr was hot with or 
without him, but maybe he helped the 
company take it further than it would 
have on its own. 


What strategies should be taken up by Motorola 
to recover from its heavy losses? 

Motorola is running into the same ‘high 
and low' performance as Nokia and 
other competitors. The cellular market- 
place changed quickly and regularly and 
it's tough to be there at every turn. They 


after the Razr because no device lasts forever. Now that 
the Razr is cooling down, Moterola is struggling. This is 


the story of a ene-trick pony. They can recover, and will 


likely, but the fickleness of the devices is the problem. 


What are your views regarding Edward Zander's effectiveness 
and responsibilities as the CEO of Motorola? 


the giant was out of the race. But, it 
didn't. Zander entered the scene in 
2004 and picked the reins of the com- 
pany as its Chairman and CEO in 
2004. Thanks to his visionary leader- 
ship, the company recovered the lost 
ground. Analysts say that one of the 
commendable changes that Zander 
brought about during his tenure as a 
CEO was divesting the 50 years old 
semiconductor unit and making it a 
publicly traded company—Freescale 
Semiconductor Inc. The spin- off en- 
abled the company bring the focus back 
on its mobile phone business, which 
reflected in improved profit margins. 
The visionary CEO thus instilled 
new life in the lean business of the com- 
pany with new business practices and 
increased focus on customer’s demand. 
“Ed has brought three thimgs to 
Motorola. First, we're going to work to- 
gether as a team. Second, it starts with 
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have to focus on the next big hit, and they have to have 
a bit of luck too. 


I think Motorola is running into the same issues 


that other cellphone makers have been wrestling with 


over the last decade. ‘Hot and cold’ and ‘hot and cold’. 


That looks like it will continue. 


the customer and ends with the cus- 
tomer. Third, you get the best decisions 
out of energetic debate,” said Pat 
Canavan, adviser to the board of direc- 
tors, Motorola, in an interview with 
MarketWatch. The result was startling: 
The launch of all-metal, half inch thick, 
with almost the length of a business 
card sized cellphone—RAZR, which 
was a great hit in the market. Indeed 
this gave several reasons to worry to its 
toughest competitor—Nokia, which 
had failed to anticipate the rising de- 
mand for the sleek ‘clamshell’ design. 
With RAZR as its flagship product, 
Motorola was back in the reckoning; it 
pushed the operating profit margins to 
about 11% and helped improve its mar- 
ket share to 19% in 2005 from just 14% 
in 2003. 

But Motorola couldn’t sustain the 
momentum for long as it struggled to 


compete with the low-cost strategy of 


the arch rival Nokia only to further 
drag itself down in the volume as well 
as market share race, especially in the 
emerging markets. “This is a fast busi- 
ness, very fast. And, we just didn't re- 
act fast enough," said Ed Zander react- 
ing to its failure to do the catching up. 
Further, Motorola's poor product offer- 
ings could not stand in front of the new 
devices from Samsung and Nokia, en- 
riched with new 3G features. While 
Motorola had failed to launch the 3G 
products in the market, its demand 
slipped as new players like Apple's 
iPhone started gaining customers' 
preferences. Moreover, Motorola found 
it hard to sell its new RAZR phone at 
premium prices at a time when com- 
petitors were providing cheaper 
phones, at least $50 less than RAZR or 
free with some sort of service contracts. 

Besides, acquisition-related ex- 
penses combined with its in-process 
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R&D expenses, in an attempt to make 
the most out of the acquisitions, too 
added to its woes. Last year, the 
company's shopping spree saw it ac- 
quiring such firms like Symbol Tech- 
nologies, Good Technology, and 
Netopia. Analysts, however, say that 
these acquisitions will improve the 
profit margins of Motorola, albeit in the 
long-term, at least not before a year 
hence. “After a further review following 
the leadership change in our Mobile De- 
vices business, we now recognize that 
returning the business to acceptable 
performance will take more time and 
greater effort,” said a worried but opti- 
mistic Zander. 


Double trouble 
In the line of fire, Motorola is facing a 
double whammy. Besides, its slew of 
external problems, it is also suffering 
severely from its in-house crisis. For 
instance, pressure is mounting up due 
to the resignation of Ron Garriques. 
Acknowledging this, Zander appointed 
the 56-years-old Thomas Meredith to 
replace David Devonshire, while el- 
evating Greg Brown, President of the 
company’s network and enterprise 
business, to the position of Chief Oper- 
ating Officer. The shake-up, however, 
has not had much of an impact and has 
failed so far to stem the erosion in in- 
vestor confidence. 

To rub salt in its wound, now the 
shareholder activist, Carl Ichan, who 
has already raised his stake in the 


Stock War 
Motorola vs. Nokia 
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company to 2.9% pumping close to over 
a billion dollar, is breathing down its 
neck, demanding a seat on Motorola’s 
board on the ground that the Motorola 
management has been too passive and 
has failed to steer the company in the 
right direction. However, the 
company’s top brass rubbishes such 
claims. “Carl Icahn’s suggestion that 
he be added to Motorola’s board to 
‘hold management accountable’ and 
that Icahn alone—not the board—is 
capable of doing that, is an unwar- 
ranted attack on the highly qualified, 
dedicated, experienced and serious 
team of men and women who serve on 
Motorola’s board,” rebuffed a miffed 
Motorola management. In the mean- 
while, the company has initiated a 
stock buyback program to reward 
shareholders. The company recently 
announced that it would increase the 
buy-backs by an additional $3 bn. The 
second phase of share repurchase pro- 
gram will bring the total buy-back pro- 
gram to a massive $7.5 bn, which will 
make it possible to complete the buy- 
back program that began in July 2006. 
However, a section of market analysts 
believe that while the share buy-back 
can push the stock price up in short- 
term, such moves are often temporary 
in nature. That means, there are no 
quick fixes for Motorola, at least as of 
now. 


Hoping for better 

Despite the current run of poor perfor- 
mances, the company’s top brass feels 
confident that the US mobile handset 
giant will slowly but surely bounce 
back. Being caught up in such an ad- 
verse condition, “they need to release a 
set of new phones designed for lower 
prices, they need to design lower priced 
phones that are designed to be profit- 
able at a much lower price. And that’s 
going to take about a year and half,” 
opined Edward Snyder, Analyst with 
Charter Equity Research in an inter- 
view to the CNN Money. Indeed, hope 
still floats as a section of analysts be- 
lieve that the company can derive the 
most out of its acquired companies and 
introduce new products in the market 


sooner or later. Already in a recent de- 
velopment that could have positive im- 
pact, Motorola has moved ahead to 
make advanced phones with T1 chips 
(world’s biggest wireless chip maker). 
Analysts say that with this, there is a 
lot of opportunity for the conglomerate 
to boost mass production by 2008. 

Besides, speculations are also rife 
about Motorola wooing Palm for a pos- 
sible takeover of the latter. Analysts 
suggest that if through it could be a 
great strategic fit. “Motorola needs 
Palm as much as Palm needs it,” said 
Carmi Levy, Analyst, Info-tech Re- 
search. Moreover, both the companies 
share a lot of similarities; while 
Motorola struggles to maintain mar- 
gins and momentum, Palm’s hand too 
is not without its share of woes. But 
both companies superimposed can have 
a bright prospect as Treo, which runs on 
Windows, can help Motorola to leverage 
well in the high-end smart phone mar- 
ket. Also, Palm's operating system for 
sleek phones will be beneficial for 
Motorola. 

Leaving such speculations aside, 
Motorola is already planning to launch 
a series of products by the mid-2007 
and also rejig the marketing and prod- 
uct design to make its product design 
competitive with products such as 
Motofone, a low-priced phone for the 
emerging market; MOTOSLVR L9, a 
premium handset; MOTORIZR Z8, de- 
signed for better audio and video qual- 
ity; and Moto Q9, with enhanced mes- 
saging technology from Good Technol- 
ogy, which runs on Windows Mobile 6. 
“Motorola’s short- to medium-term for- 
tunes are going to be tied to what they 
have in the product pipeline already. 
But they have some definitive issues 
they're going to have to resolve,” 
warned Hugues De La Vergne, a 
Gartner Analyst in an interview to NY 
Times. That is definitely loads of hard 
work for the Moto(rola) as it tries to 
fight its way back to the position of 
glory in the global mobile handset 
league table.m 


— Amit Singh Sisodiya and Sanghamitra Dhara 
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M BUSINESS ENVIRONMENT 





Cellulosic Ethanol 


Towards a Greener Future 





Cellulosic Ethanol has the potential to become the fuel of the future, 
provided sustained efforts are made to make it more cost-effective. 





Corn ethanol, though valuable, can 
play only a limited role, because its abil- 
ity to displace gasoline is modest at best. 
But cellulosic ethanol, shouid it fulfill its 
promise, would help to wean us of our pe- 
troleum dependence. 

—Alan Greenspan, 
Former Chairman, US Federal Reserve 


rude oil has been one of the ma- 

jor resources of energy for the 

nations across the globe. Never- 
theless, in recent decades, these nations 
are increasingly getting panicky over di- 
minishing oil reserves and soaring oil 
prices. This coneern has been of para- 
mount interest to America which con- 
sumes oil like no other nation in the 
world. It almost consumes a quarter of 
the world’s oil irrespective of the fact 
that it represents just a meager 5% of 
the world population. 
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Every year, America devours 140 bil- 
lion gallons of gasoline and 40 billion 
gallons of diesel to suffice its oil thirst. 
This has been necessitating the nation 
to increasingly focus on the most promis- 
ing alternative energy source—biofuels. 
While more than 45% of gasoline sold in 
the US is 10% blended with ethanol, 
there are growing calls to increase of that 
proportion to 85%. Though corn ethanol, 
an ethanol made out of corn, has been the 
main source of biofuel for America since 
past few years, analysts are anticipating 
that the future lies with cellulosic etha- 
nol, an ethanol made out of widely avail- 
able feedstock. 


Bush’s twenty in ten goal 

On January 23, 2007, US President 
George Bush outlined his plan to reduce 
the country’s dependency on imported oil 
by calling for the production of 35 billion 


gallons per year of alternative fuels by 
2017. This figure is five times more than 
the target of 7.5 billion gallons by 2012 
set by the US energy legislation in 2005. 
The President’s goal is primarily aimed 
at reducing gasoline usage by 20% over 
the next 10 years. As corn ethanol cur- 
rently produces just about 6 bn gallons of 
biofuels per year, it would be highly diffi- 
cult for it to meet the set requirement. 

Besides this, increasing demand for 
corn due to its increasing use in the pro- 
duction of ethanol is only resulting in 
inflating corn prices. Though the corn 
farmers who are getting exorbitant 
prices for their yield are happy, how- 
ever, those who use corn as feedstock 
are increasingly getting worried about 
rising corn prices. In order to tackle this 
growing concern effectively, Bush has 
given a call to strengthen efforts to in- 
crease cellulosic material usage so that 
it could take the place of corn as the 
main source of ethanol. 

Therefore, as a part of the 
President’s Twenty in Ten initiative, 
the US Department of Energy (DOE) 
will spend up to $385 mn to help fund 
six biorefineries, namely Abengoa 
Bioenergy Biomass, ALICO Inc., 
BlueFire Ethanol Inc., logen 
Biorefinery Partners LLC, Range Fu- 
els, and Broin Companies. 

DOE Secretary Samuel W Bodman 
elucidated: “These biorefineries will 
play a critical role in helping to bring 
cellulosic ethanol to market, and teach- 
ing us how we can produce it in a more 
cost-effective manner”. He further 
added, “Ultimately, success in produc- 
ing inexpensive cellulosic ethanol could 
be a key to eliminating our nation’s ad- 
diction to oil. By relying on American 
ingenuity and on American farmers for 
fuel, we will enhance our nation’s energy 
and economic security.” 
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Conventional Ethanol vs. 
Cellulosic Ethanol 

Fuel which is derived out of biomass, 
earth's vegetation and its products, can 
be referred to as biofuel. Currently, 
ethanol and biodiesel are common 
biofuels in the US. Biodiesel is a fuel 
typically derived from soybean, palm, 
oil-seed plants and other animal and 
vegetable wastes. The biodiesel indus- 
trv is still in its nascent stage and is yet 
to emerge at large. 

On the other hand, ethanol which is 
a widely available biofuel can be de- 
rived from different sources like corn, 
wheat, sugarcane, etc. However, corn 
ethanol which is derived out of corn 
seeds has been the main source of 
ethanol since past few years. Never- 
theless, of late, the research has been 
prescribing cellulosic ethanol to en- 
hance the production of ethanol given 
the array of benefits that it offers over 
corn ethanol. 

While conventional ethanol can be 
obtained from just a small portion of 
the biomass like food grains, cellulosic 
ethanol can be produced from a great 
diversity of biomass including waste 
from urban, agricultural, and forestry 
sources. It can be produced out of 
grasses like switchgrass and 
miscanthus, fast growing trees like hy- 
brid poplars, agricultural wastes like 
cereal straws, corn stover, sawdust, 
and waste wood from trees suffered 
natural disasters, paper, saw mills, 
etc. 

Though corn ethanol can help in re- 
ducing the Green House Gases (GHGs), 
the benefits are offset by the negative 
environmental effects. The increasing 
demand for corn ethanol has been ne- 
cessitating the increasing cultivation of 
corn which takes too much of land and 
further leads to soil erosion. Moreover, 
corn ethanol has its own limitations as 
far as mass production is concerned. 
This is because corn seeds are the only 
useful part of the plant for ethanol pro- 
duction. On the other hand, more plant 
parts are used for producing cellulosic 
ethanol which uses cellulose instead of 
starch for ethanol production. It is also 
relatively more productive as it pro- 
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vides more ethanol per acre and higher 
energy yields than corn ethanol. This 
also avoids the consumption of food 
crops for industrial applications. 

On the other hand, the increasing 
cultivation of corn also results in a dis- 
proportionate increase in fertilizers 
and nitrogen runoff. Moreover, the en- 
ergy for processing the corn also largely 
requires fossil fuels like natural gas 
and coal. So, although the use of corn 
ethanol reduces the emission of GHGs, 
their emission levels are increased dur- 
ing its processing. Hence, the net ben- 
efits arising out of corn ethanol would 
only turn out to be marginal though it 
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can, to some extent, help in displacing 
petroleum. 

On the other hand, cellulosic etha- 
nol doesn't entail any of such negative 
environmental implications. Most of 
the cellulosic vegetation requires mini- 
mal usage of fertilizers. As it can be pro- 
duced out of widely available feedstock 
and almost all kinds of wastes, the pro- 
duction doesn’t call for cultivation of 
large portions of land. Besides this, it 
produces its own energy for the process- 
ing as the lignin, a by-product formed 
during the process, can be used to pro- 
duce energy which is necessary to com- 
plete the processing. Hence, the produc- 
tion doesn't require usage of any fossil 
fuels and thereby results in improved 
green house benefits. 

This will also help in building rural 
economies and improving farm income. 
Cellulose ethanol biorefineries will 
strengthen local economies by creating 
thousands of jobs, while making agri- 
culture a more sustainable industry. 


Hurdles 

Though cellulosic ethanol offers more 
benefits than corn ethanol, it does come 
with more cost. The production which 
involves the breakdown of complex sug- 


Cellulosic ethanol can be produced from a great 
diversity of biomass including waste from urban, 
agricultural, and forestry sources. 


Cellulosic Ethanol 


ars into simple sugars is more expen- 
sive than other methods. Indeed, 
greater adoption of cellulosic ethanol 
has been limited by the high costs asso- 
ciated with converting vegetation into 
ethanol. 

Therefore, the US government has 
set the near-term goal of reducing the 
cost of cellulosic ethanol from the cur- 
rent price of $2.25 a gallon to $1.07 per 
gallon by 2012, where it is expected to 
be competitive with corn ethanol. In 
fact, the US government has chosen a 
target price of $1.07 per gallon as it is 
close to the lowest selling price of etha- 
nol over the past 10 years. Indeed, the 





funding of DOE to six biorefineries is a 
major step towards cost-effective pro- 
duction of cellulosic ethanol. 


Fuel of the future? 

US DOE has reiterated in some of the 
recent reports that there is enough bio- 
mass feedstock for cellulosic ethanol 
production in the country to displace 
approximately 40% of current US gaso- 
line consumption. Thus, cellulosic etha- 
nol contributes significantly to the re- 
duction of oil dependence vis-a-vis the 
corn ethanol which only supply for 10% 
of the country’s needs. However, it calls 
for more technological breakthroughs to 
make it more cost-effective in the com- 
ing years. 

Although the technology to create 
cellulosic ethanol is available today, 
scientists must continue to work 
through technical hurdles before it can 
be marketed at competitive prices. 
Once the cost-effective cellulosic etha- 
nol comes into the marketplace, the 
cars of the future may indeed be running 
by leveraging on the wastes of the farms 
all across the US.s= 


— Y Bala Bharathi 
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Finance Jobs 


Audit Officer 
Ispat Industries Limited 
Mumbai 


Management Trainee 
Ispat Industries Limited 
Mumbai 


AGM - Finance 
Ispat Industries Limited 
Maharashtra, Belapur 


Dy. Mgr / Mgr (Commodity trading) 
Ispat Industries Limited 
Mumbai 


EVA - (Economic Value Addition) Personnel 
Ispat Industries Limited 
Mumbai 


Senior Manager - Finance 
Alliance Consulting ?vt Ltd 
Hyderabad / Secuncerabad 


Risk Executives 
Avenues India Pvt L-d 
Mumbai 


Head Internal Audit 
Tech Mahindra Ltd 
Pune 


Assistant Manager-Finance 
Compare Infobase Private Limited 
Delhi (inci, Ghaziabad, Noida, Gurgaon & Faridabad) 


Executive-Finance 
Tech Mahindra Ltd 
Delhi (inci. Ghaziabad, Noida, Gurgaon & Faridabad) 


Accounts Executive 
Compare Infobase Private Limited 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 


Treasury Executive 
Cummins India Ltd. 
Pune 


Treasury Executive (4233) 
Cummins India Ltd. 
Pune 


State Head- Customer Service & Operations 
Reliance Industries Limited 
Chennai 


Data Analyst - Level 2 
FinEye Software Pvt Lto 
Bangalore 


Data Analyst - Level 1 
FinEye Software Pvt Ltc 
Bangalore 


To apply to these jobs and more please login to www.in.jobstreet.com/ICFAI.htm 


Associate / Sr. Associate 
Reliance Industries Limited 
Mumbai 


Assistant Manager / Executive-Taxation 
Reliance Industries Limited 
Mumbai 


Manager - Corporate Income Tax 
Reliance Industries Limited 
Mumbai 


Unit Accounts 
Shopper's Stop Ltd. 
Daman & Diu, Mumbai 


Director - Finance & Administration 
Suguna Poultry Farm Ltd 
Coimbatore 


Finance Manager 
Monsanto India 
Gujarat, Silvassa 


Functional Consultant - Oracle Apps Financials 
Oracle India Private Ltd. 
Bangalore 


Assistant Manager / Manager Collections 
Oracle India Private Ltd 
Bangalore 


Accounts Executive 
The Advertiser 
Singapore 


Accounting Support 
Oracle India Private Ltd, 
Bangalore 


Financial Analyst 
Oracle India Private Ltd. 
Bangalore 


Accounting Support 
Oracle India Private Ltd. 
Bangalore 


Accountant 
MCC 
Bangalore 


Account Assistance 
Wysetek Systems Tech. Pvt. Ltd. 
Mumbai 


Finance Program Specialist - Expert 
Agilent Technologies India Pvt. Ltd. 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 
Internal Communications - Finance 
Agilent Technologies India Pvt. Ltd. 
Delhi (incl. Ghaziabad, Noida, Gurgeon & Faridabad) 
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ICA-Career 
Agilent Technologies India Pvt. Ltd. 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 


Finance Program Specialist - Expert 
Agilent Technologies India Pvt. Ltd. 
Delhi (incl, Ghaziabad, Noida, Gurgaon & Faridabad) 


Finance Specialist - Expert 
Agilent Technologies India Pvt. Ltd. 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 


Assistant General Manager -Finance & Accounts 
(INRSO000-INR60000) 

The Advertiser 

TamilNadu, Udumalpet 

(70 Kilometers from Coimbatore ) 


Manager / Asst Manager (Accounts) 
DELHI ASSAM ROADWAYS CORPORATION LTD 
Across India 


General Manager (Finance) - 

Container Trains Division 

DELHI ASSAM ROADWAYS CORPORATION LTD 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 


Vice President (Finance) / CFO 
DELHI ASSAM ROADWAYS CORPORATION LTD 
Delhi (incl. Ghaziabad, Noida, Gurgaon & Faridabad) 


Business Process Re-engineering Manager 
Aorta Integrated Services 
Bangalore 


Chief Financial Officer 
Claris Lifesciences Limited 
Ahmedabad 


Finance Assistant 
Columbia Asia Medical Center 
Bangalore 


Director - Finance & Administration 
Suguna Poultry Farm Ltd 
Coimbatore 


Auditor (SG4 / SG5) 
Cummins India Ltd. 
Pune 


Supervisor (SG5 / SG6) 
Cummins India Ltd. 
Pune 


Manager Accounts - CRD / 1656 
Manufacturer of Air & Gas Compressors, 
Construction & Mining Equipment and Industrial 
Tools 

Pune 





To apply to these jobs and more please login to www.in.jobstreet.com/ICFAI.htm 
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H R Jobs 


General Manager-HR & Admin 
CONSERV SYSTEMS PVT LTD 
Bangalore 





Manager -HR Production Support 
ADOBE Systems India Private Limited 
Bangalore 


HR Consultant -SAP Production Support 
ADOBE Systems India Private Limited 
Bangalore 


Assistant Manager-HR 
Compare Infobase Private Limited 
Kolkata 


HR head for MNC 
Tech Mahindra Ltd 
Mumbai 


State Head- Customer Service & Operations 
Reliance Industries Limited 
Chennai 


Vice President / Asst VP / GM - Construction 
Non Civil Works 

Reliance Industries Limited 

Mumbai 


President - Construction Management 
Reliance Industries Limited 
Mumbai 


Senior Manager - Main Bridge (Construction) 
Reliance Industries Limited 
Mumbai 


Vice President / Asst VP / 

General Manager - Project Planning... 
Reliance Industries Limited 

Mumbai 


Senior Manager - Construction 
(Marine Signages) 

Reliance Industries Limited 
Mumbai 


Senior Manager QA / QC 
Reliance Industries Limited 
Mumbai 


Senior Manager - Design 
Reliance Industries Limited 
Mumbai 


CAD -Draughtsman 
Reliance Industries Limited 
Mumbai 


Senior Manager - Project Monitoring & MIS 
Reliance Industries Limited 
Mumbai 





To apply to these jobs and more please login to www.in.jobstreet.com/ICFAI.htm 


Design Engineer - Electrical 
Reliance Industries Limited 
Mumbai 


Manager / Sr.Manager / 
General Manager-Design 
Reliance Industries Limited 
Mumbai 


Genral Manager-Design 
(Commercial & Industrial Design) 
Reliance Industries Limited 
Mumbai 


Junior / Middle Level Positions 
Reliance Industries Limited 
Hyderabad / Secunderabad, Delhi 
(incl. Ghaziabad, Noida, Gurgaon &... 


Associate / Sr. Associate 
Reliance Industries Limited 
Mumbai 


Manager- Quantity Survey 
Reliance Industries Limited 
Mumbai 


Assistant Manager / Executive-Taxation 
Reliance Industries Limited 
Mumbai 


Executive / Asst, Manager / Manager Position 
Reliance Industries Limited 

Hyderabad / Secunderabad, Bangalore, 
Mumbai, Pune, Chennai 


Site Engineer / Construction Engineer 
Reliance Industries Limited 
Hyderabad / Secunderabad, Mumbai 


Manager - Corporate Income Tax 
Reliance Industries Limited 
Mumbai 


Refinery Business Analyst 
Reliance Industries Limited 
Mumbai 


Senior Manager - Corporate Affairs 
Reliance Industries Limited 
Mumbai 


Project Development Refinery Business 
Reliance Industries Limited 
Mumbai 


Operations Officer (Terminal & Depots) 
Reliance Industries Limited 
Mangalore, Bhopal, Kanpur 


Marketing Executive- Acrylic Acid +PO / PG 
Reliance Industries Limited 
Mumbai 
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Document Controller & Coordinator 
Reliance Industries Limited 
Mumbai, Jamnagar 


Unit HR Head 

Shopper's Stop Ltd. 

Delhi (incl. Ghaziabad, Noida, 
Gurgaon & Faridabad) 


Manager Operations 
Oracle India Private Ltd. 
Bangalore 


Sr. Analytical Content Manager 
Oracle India Private Ltd. 
Bangalore 


Sr.Principal Consultant Oracle Apps. For NAIO- 
Program Manageme... 

Oracle India Private Ltd. 

Bangalore 


Manager : Training, Development & OD 
Oracle India Private Ltd. 
Bangalore 


Sales Recruiter 
Oracle India Private Ltd. 
Bangalore 


Senior Consultant 
Oracle India Private Ltd. 
Bangalore 


To apply to these jobs and more please login to www.in.jobstreet.com/ICFAI.htm 
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Indian Depository Receipts 


Efforts towards Globalization 





With the launching of the Indian Depositories Receipts (IDRs), the investors 
might see many of the well-known companies coming and listing here. 





The Securities and Exchange Board 
of India (SEBI) proposes to introduce 
Indian Depository Receipts (IDRs) in the 
domestic capita! market in 2007. Some 
of the biggest companies in the worid are 
likely io file for LDRs in India in the next 
12-18 months. 

— MDamodaran, 


Chairman of Sebi 


t is quite an undisputable fact that 

the era of globalization and inte- 

gration has opened up many new 
market opportunities for India. Post 
liberalization, Indian companies are 
able to access global markets to raise 
funds through depository receipts like 
American Depository Receipts'Global 
Depository Receipts (ADRs/GDRs). 
Now, in yet another stride towards glo- 
balization, Indian equity markets are 
gearing up to soon float Indian Deposi- 
tory Receipts (IDRs) positively in the 
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year 2007. This move will also provide 
yet another avenue for Indian investors 
to share the wealth of foreign companies. 


Sharing foreign wealth 

IDRs are the financial instruments 
which shall permit foreign companies to 
raise funds from Indian markets by of- 
fering equity and listing on Indian stock 
exchanges. These are mirror images of 
GDRs and ADRs which would work 
other way round by allowing companies 
to mobilize funds from American and 
European markets. 

To initiate the process of issuing 
IDRs, foreign companies will have to 
safe keep the actual underlying shares 
with an overseas custodian that has to 
be a foreign bank with a business in 
India. To act as a custodian, the com- 
pany is also required to get the approval 
from the Finance Minister of 
India. Then the authorized custodian 


will instruct the Indian registered de- 
pository to issue IDRs. These IDRs can 
be issued to Indian investors and quali- 
fied institutional buyers. However, FIIs 
and NRIs are also eligible to invest in 
IDRs, but only with the consent of the 
Reserve Bank of India ( RBD. 

The government is keen on opening 
up this new investment avenue to 
Indian investors as a part of its efforts 
to globalize the Indian capital mar- 
kets, thus, providing global exposure 
to Indian investors. However, this is 
also beneficial to foreign companies in 
many ways. IDRs will be attractive to 
foreign companies that find it difficult 
to list in developed markets due to 
stringent norms and costly procedures. 
Nevertheless, they don't have to go in 
for IDRs at an opportunity cost. The 
reason being, India which is one of the 
fastest growing economies in the world 
offers higher returns on the invest- 
ments. The proof is the booming stock 
markets and sharp surge in share 
prices of the companies listed in the 
Indian markets, IDRs might be of 
more interest to foreign companies 
who have exposure to Indian markets 
and for those companies having a large 
customer base or a strong clientele in 
India. 

Indian investors can also share a 
piece of the pie created by these compa- 
nies by way of investing in IDRs issued 
by these companies. Favoring the issue 
of IDRs by foreign companies, Bajpai, 
former chairman of Sebi, said in a press 
meet, “If Indian companies are allowed 
to share their wealth with the overseas 
public through ADR and GDR issues, 
why are Indian investors deprived of 
sharing the wealth of foreign compa- 
nies? Though Indian investors can sub- 
scribe to the share of foreign companies 
through FIIs, direct access will be bet- 
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Indian Depository Receipts 


ter. IDRs will make the Indian markets 
totally global". 


Stipulations 

Though foreign companies were permit- 
ted to raise capital from Indian capital 
markets since the year 2000, the rules 
for IDRs were framed in the year 2004. 
However, the decks were cleared only in 
April 2006 in the backdrop of buoyant 
stock markets by introducing chapter 
VI A in the Disclosure and Investor Pro- 
tection guidelines. Sebi and DCA have 
framed the eligibility criteria for the 
foreign companies that wish to raise 
funds from Indian markets. 

To safeguard the interests of the 
Indian investors, certain eligibility crite- 
ria were laid down for foreign companies 
seeking to issue IDRs. Such companies 
are mandated to list in their home coun- 
try before attempting to issue IDRs. 
Companies should have a minimum 
networth of $100 mn and also an aver- 
age sales turnover of at least $500 mn 
during the three financial years prior to 
the issue. They are also required to 
maintain a profit record for at least five 
years preceding the issue along with a 
10% annual dividend history during this 
period. They are also mandated to have a 
good track record with respect to compli- 
ance to market regulations. The debt- 
equity ratio of the companies preceding 
the issue should not be more than 2:1. 


Seb! Guidel 





> Must have an average turnover of 
$500 mn during the previous three 
financial years. 

> Must have capital and free reserves 
which must aggregate to at least 
$100 mn. 

>» Must be making a profit for the previous 
five years and must have declared a divi- 
dend of 10% in each such year. 

> The pre-issue debt-equity ratio must be 
not more than 2:1. 

> Must be listed in its home country. 

>  Mustnotbe prohibited by any regulatory 
body to issue securities. 


Source: www.mondag.com 
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Besides these, norms also stipulate 
that the market capitalization of the 
companies in a financial year cannot 
exceed 15% of their net worth. A lock-in 
period of one year is mandatory, which 
prohibits the redemption into shares 
within a year of the issue. Repatriation 
of the proceeds will be done subject to 
the prevailing foreign exchange laws. 
The minimum size of the issue should 
be Rs. 50 cr, which requires at least 90% 
subscription to proceed. IDRs should be 
denominated in Indian rupees only, ir- 
respective of their underlying shares. 


The issue has to comply with clause 49 
of the listing agreement. 


Restrictive in nature 

Though the norms for issuing IDRs were 
already put in place, they seem to be 
restrictive in nature. By stipulating the 
$100 mn net worth and $500 mn sales 
turnover as eligibility criteria to issue 
IDRs, the norms curb the entry of well- 
managed medium segment companies. 
However, there are no such barriers for 


Yes for IDRS 


» Must have a good track record with 
compliance with securities market regu- 
lations. 

»  Mustcomply with any additional criteria 
set by Sebi. 


1. Indian Companies. 

2. Qualified Institutional Buyers. 

3. NRIs and Fils with permission of the 

Reserve Bank of India. 

DEMENS SS) 

> The minimum issue size is Rs. 50 cr. 

» 9096 ofthe issue must be subscribed. 

> Automatic fungibility is not permitted. 


The advent of IDRs is poised to make the Indian 
capital markets truly global in nature. 


companies tapping international mar- 
kets through ADRs/GDRs. They are 
only required to have maintained a good 
performance in the preceding three 
years of the issue. 

Another mandate requiring compa- 
nies to have a consistent 10% dividend 
paying history in each of the preceding 
five years of the issue is also equally 
restrictive. For, many of the foreign 
companies in developed markets pre- 
fer to reinvest their profits rather than 
paying dividends. A very low debt eq- 
uity ratio may also pose challenges for 





many foreign companies. Further, the 
minimum one year lock-in period for 
IDRs to get redeemed into underlying 
shares restricts the Indian investors 
from availing the much needed arbi- 
trage opportunity. 


Truly global 

India is obviously gearing up to open its 
capital markets to foreign companies 
by allowing IDRs. It will be surely a 
major step towards global economic in- 
tegration. However, the regulations 
seem to be more restrictive, which may 
curb the interest of the many foreign 
companies. Nevertheless, many ana- 
lysts predict that Sebi would relax 
some of these regulations in the near 
future and make them more liberal for 
foreign companies to list in India. How- 
ever, Sebi would weigh the negative 
costs of allowing foreign companies to 
raise equity in India. This comes espe- 
cially after a government official said 
that terrorists are raising funds using 
the buoyant Indian equity markets. 
But, certainly, the advent of IDRs is 
poised to make the Indian capital mar- 
kets truly global in nature.m 


— Y Bala Bharathi 
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With the introduction of mobile money, the money transfer industry will 


transform the way it operates. 


ith an upsurge in overseas 
employment, the need for se- 
cure and efficient money 
transfer has grown in the recent past. 
The existing money transfer system, 
suffers from limitations and bottle- 
necks created by cash, cheques and 
credit cards. Besides, when it comes to 
online business transactions, selecting 
a payment gateway is one of the major 
obstacles faced by the merchants as the 
payment mode options are very limited 
and less cost-effective. However. it’s no 
longer the cese. Mobile money has the 
answer for all these problems, since it 
allows merchants to take online orders 
without. the need for online shoppers to 
disclose their credit card information, 
which turns risky at times. 
The ever-changing mobile techno- 
logical advancement has created this 
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effective money transfer solution 
through mobile phones. It is a PIN- 
based mobile payment solution de- 
signed by Mobile Money International 
to address the existing limitations 
and bottlenecks in the money transfer 
system. Mobile Money International 
explains the power of mobile money: 
“It unlocks the power of the mobile 
phone to make payments, allowing 
registered users to pay for goods and 
services at anytime, anywhere using 
only a mobile phone coupled with a 
6-digit security PIN (Personal Identi- 
fication Number) via SMS (Short 
Messaging Service).” The arrival of 
new money transfer system offers 
freedom to shoppers to buy products 
online and pay the merchant using 
their mobile phone without being 
physically present at the store. 


Money Transfer Made Easy 


Transforming the money transfer 
system 

The mobile phone is the latest entrant 
in the payment industry, replacing cash 
and the credit card. The growing de- 
mand for mobiles is hence justified. Ac- 
cording to GSMA, the global trade asso- 
ciation for mobile operators’ survey, 
less than one billion people have a bank 
account worldwide, but close to three 
billion now have a mobile phone, which 
is expected to rise to more than five bil- 
lion by 2015. With mobile money. 
GSMA could make sending cash easier 
and cheaper for migrant workers. It 
says, "The initiative is backed by 1€ 
mobile firms representing over 600 mil- 
lion customers in over 100 countries. 
Vodafone and Telecom Italia are 
among the mobile firms backing the 
scheme." With the emergence of new 
trends and technologies, mobile opera- 
tors are changing the industry land- 
scape and are moving towards unex- 
plored market segments. The surging 
mobile technology is providing multi- 
purposes services like Internet access. 
camera, entertainment, information. 
etc., and now even for bill payments and 
remittances. 

GSMA is in the process of setting 
up a global hub along with 
MasterCard Worldwide, a global pay- 
ments leader whose cards and network 
provide international authorization. 
clearing and settlement. It covers 
more than 80% of the world's popula- 
tion. Now the new global network will 
offer the burgeoning migrant popula- 
tion, a convenient, secure and cost-ef- 
fective money transfer to their fami- 
lies back in their home countries. 
GSMA is very optimistic that the pro- 
gram would double the number of re- 
ceipts of international remittances tc 
more than 1.5 billion, while helping tc 
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quadruple the size of the international 
remittance market by 2012 to around 
$1 tn. Sunil Bharti Mittal, Chairman 
and Managing Director of Bharti Airtel 
and Board Member of the GSMA, 
opines, "We believe that this coming 
together of the mobile and banking in- 
dustry is a giant leap in mobile com- 
merce." He further adds, "It will revo- 
lutionize the money transfer industry 
with its advantages, such as reach, 
ease of use, and lower transaction 
costs and provide immense benefits to 


people in developing nations such as 
India." 


ABCs of mobile money 

The technology that various payment 
systems use is "Near-field Communi- 
cation" (NFC). It is new form of inter- 
face technology consisting of an electri- 
cal circuit, induced within the cards. 
When placed close to the reader or gad- 
get, it allows data exchange, such as 
deducting the bill amount from the 
bank balance at relatively less risk. 
Moreover, by using this technology, ac- 
counts can be set up quickly and 
mostly without credit checks. Indeed 
credit checks take a couple of weeks, 
but now purchases can be made with 
just a few clicks on the keypad of the 
phone. Mobile phones are smarter 
than the smart cards. They can be used 
easily as they have a key board and a 
screen to display product information 
and credit balance. There is no need to 
insert or swipe a smart card; the cus- 
tomer simply needs to *wave a mobile" 
to make a purchase. 

However, mobile-commerce offers a 
convenient, quick portability of cash 
where it takes less than one-tenth of a 
second to complete a single transac- 
tion. Mobile money transfers will cer- 
tainly redefine the credit card indus- 
try, as today mobiles perform various 
functions of cash and credit cards by 
reducing fraud, theft, counting errors, 
and cost of handling money. Mobile 
money payment system keeps the us- 
ers' identity a secret and thus protects 
against fraud. There will be no long 
queues before banks and ATMs if this 
system gains momentum. 
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Global experience 

Under the M-commerce umbrella, 
South Korea has begun to taste the 
success of mobile payments. More than 
300,000 mobile subscribers are now 
using their mobiles for cash transfers, 
reviewing transactions, checking inter- 
est and foreign-exchange rates and 
other financial information, To grab 
this market, South Korea’s leading 
mobile company SK Telecom ventured 
with Visa to launch a commercial 
phone especially for payments. And 
the country is expecting that 6 million 
Koreans (known to be tech-savvy), will 
utilize their mobiles for secure trans- 
actions in the next two years. Already 
some of them are availing “double- 
star” mobiles, i.e., one SIM for regular 


purpose and another for debit/credit. 
Elsewhere, the schemes are more ad- 
vanced. Arthur D Little, a global man- 
agement consultant, says, “You can al- 
ready pass the day in Austria without 
carrying cash, credit or debit cards by 
paying everything including consumer 
goods, with a mobile phone.” 

The combined hub from GSMA and 
MasterCard enables the migrant 
workers to easily send remittance to 
their dependents without using bank 
accounts. In Philippines, mobile 
money transfers are very well-estab- 
lished. Utiba, an Australian company, 
in collaboration with Global Telecom 
is trying to target cell-phone users to 
use this mode of payment. In Japan, 
about 43,000 stores have accepted 
“Edy” as a payment method and it has 
already 4.5 million mobile transaction 
users out of 23 million mobile users. 
Many transactions, starting from 
booking railway tickets to buying gro- 
ceries were paid by merely waving cus- 
tomers’ handsets across a gadget. 


credit balance. 


Mobile phones are smarter than the smart cards. 
They can be used easily as they have a key board 
and a screen to display product information and 


Japan’s “Mobile Payments and 
Keitai Credit” system relys on an NFC 
chip called Felica, which was developed 
by Sony. According to a report by 
Gerhard Fasol of Eurotechnology Ja- 
pan, many of the smart-card users are 
moving to mobile phone transactions. 
Japanese merchants are offering dis- 
counts to people who use electronic 
cash. For example, Japan’s second larg- 
est airline, ANA, allows Edy users to 
convert frequent flyer miles into e-cash. 
Both MasterCard and Visa have re- 
cently launched their “contactless pay- 
ment cards” in America. Mobile phone 
payments are gradually taking shape in 
the country. The prepaid cards and 
telecom cards issued by MasterCard, 
Visa, American Express and Discover, 
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and gift cards business exceeds $180 bn 
in the American market. Many Ameri- 
can drivers use EasyPass to pay for 
highway tolls wirelessly which were 
later billed on their credit cards. 

Britain's international mobile op- 
erator Vodafone, and America's bank- 
ing titan Citigroup, are also planning to 
launch a Vodafone-branded mobile- 
based international money transfer 
service targeting the global remittance 
market in particular. Encouraged by 
the success of M-PESA remittance ser- 
vice in Kenya, Vodafone is fledgling its 
services focusing on Asian and eastern 
European markets such as Poland and 
India. 


Remittances play a major role 

Migrant remittance is an important 
source of income in many developing 
countries which accounts for about a 
third of the total global external fi- 
nance. The largest sources for inflow of 


remittances to developing countries 
are the US and Saudi Arabia. The re- 
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mittance industry is now growing at 
8% annually. As per the World Bank, 
remittances sent by migrants from de- 
veloping countries are expected to grow 
up by $11 bn in the year 2006-07. For 
remitting money, the check/draft is the 
most popular mode. However, it con- 
fronts problems of cost, safety. misuse, 
etc. Now, mobile phones are increas- 
ingly emerging as a means for elec- 
tronic cash transfer, thereby benefit- 
ting the migrants to easily and se- 
curely send remittances to their fami- 
lies. Even the beneficiaries do not need 
to have a bank account; the funds can 
either be easily transferred directly to 
bank aecounts or can be sent through 
the receiver's mobile phone in the form 
of voucher and PIN which will enable 
the receiver to redeem the money at 
certain outlets. 


Mobile money in India 

India is the world's fastest growing 
mobile services market and is also the 
major recipient of overseas remit- 
tances capturing 10% out of the $230 
bn world market. Introducing mobile 
money in India is the need of the hour. 
According to the RBI's annual report, 
NRI deposits were the third largest 
contributor to the total capita! inflows 
in 2005-06. “Worker remittances to 


India constitutes almost 3% of India’s 
GDP”, says Hikmet Ersek, Senior 
Vice-President of Western Union Fi- 
nancial Services. Out of the $23 bn 
which flow into India, $8-9 bn come 
from the US. ICICI Bank's head of glo- 
bal remittance, Manish Misra, expects 
the business to grow by 15-20% annu- 
ally in the next 4-5 years. He says, "It 
is inevitable that, with the need for 
overseas workers, India will remain a 
big market for the remittance busi- 
ness." Bharti Airtel entered into part- 
nership with State Bank of India in a 
project for Mobile Money Transfer 
(MMT) in February 2007, thus en- 
abling 25 million Indians living 
abroad to remit money back to their 
home through their mobiles. Sunil 
Mittal is very optimistic about mobile 
money in India. He said that the 
scheme would provide *immense ben- 
efits to people in developing nations 
such as India." 


Opportunities and challenges 

No doubt, anonymity is a cover for 
much mischief in the world of mobile 
money or cash, Wherever there is ano- 
nymity there is always a doubt that 
fraud, drugs, money laundering, terror- 
ist financing and tax evasions are in- 
volved. There is à need to control 





Mobile Barking — Latin American Experiences 


-Dr. Manuel Oro zco 
Remittances and Development Program 


Most of Latin America and the Caribbean is lagging behind in the adoption of technology solutions 
in mobile banking. There are a few firms implementing mobile banking. One of the reasons is that 
telecommunicaticn rules are unclear about how to regulate payments, and secondly the banking 
industry is uncertain as to what benefits mobile banking might offer to the revenue streams of the 
industry, as it fails to notice an alreacy existing critical mass of consumers. However, there are also 
real concerns as to the implementation of such solutions. Specifically, although one in three Latin 
Americans own a cell phone, and those with more purchasing power are more likely to hold these 
devices, the use of the too! for banking and payments depends on the effective readiness of retailers, 
cellular carriers and financial service providers to operate the transaction and do so affordably. This 
means that businesses need to have ready and installed on-site devices such as wireless point of 
sale terminals amang merchants nationwide. Thus, someone needs to provide the initial investment. 
Second, the operating cost and commission sharing must be affordable to consumers. In some 
countries, costs range between 3 and 5*6 per transaction, making the use of the device difficult for 
consumers. The opportunities however exist. The experience in the Philippines in using mobile 
banking for money transfers through SMS notification is slowly proving to be successful and Latin 
America's private sector needs to identify the point of entry for this solution: Money transfer is sure 
one way to do so provided that merchants’ payment systems are modemized. 
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anonymous financial instruments, so 
governments need to monitor the 
amounts that can pass through an 
anonymous phone. To collect taxes 
from the consumers, governments 
should put an eye on electronic cash 
payments. The more the state pro- 
motes electronic cash, the less it en- 
courages notes and coins. 

Eventually, payment associations 
and money transfer unions like West- 
ern Union may fail to keep their cus- 
tomers. They need to restructure their 
business strategies. According to Sunil 
Bharti Mittal, “Mobile-commerce will 
revolutionize the money transfer indus- 
try with its advantages, such as reach, 
ease-of-use, and lower transaction 
costs.” Even though, banks provide 
online payments made by credit or 
debit cards without customer’s pres- 
ence, the mobile money transfers are 
threatening commercial banks and re- 
writing the credit card industry. The 
menace of credit card companies is chal- 
lenged. They need to change their busi- 
ness strategies by making their 
contactless plastic cards easier to use 
for small payments. Mobile companies 
need to deal with customer defaults and 
payment disputes for the likely success 
of this mobile payment system. How- 
ever, mobile companies may not show 
much interest in letting customers 
charge big-ticket items to their phone 
bills, because it would require them to 
take more financial risk. Mobile compa- 
nies would get new marketing opportu- 
nities, as mobile consumers will receive 
coupons or product information, text 
messages from banks as consumers 
pay for items. 

Thanks to mobile phones, now con- 
sumer can bank anytime, anywhere. 
Though around 6 million users are 
availing this facility, many are yet to 
lap up the opportunity. However, it re- 
mains to be seen how the mobile phones 
would replace cash, banks and credit 
cards. Whatsoever, mobile technology 
could be the start of a new era of money 
transfer in the world.m 


— N Janardhan Rao and B Suma 
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Digital Rights Management 


Making Business Sense 





Digital Rights Management (DRM) technology is allowing the content 
creator to make a viable business model built around his content. 





here are numerous instances 

where high value content kept 

online is viewed and distributed 
by others who essentially do not own the 
content. Eventually, the owner ofthe con- 
tent, who spent a considerable amount of 
time and money in generating the con- 
tent, is robbed of the revenue which has 
come out of his hard work. Therefore, the 
economics of putting content online fails 
to work out, making such business mod- 
els crumble. In fact, this problem is not 
only experienced by publishers but also 
by people in the music, gaming and oth- 
ers in the entertainment industry where 
the distribution of music, films and 
zames is done by people who do not own 
the rights. All these have led the enter- 
:ainment industry to call for the curbing 
Xf access to and distribution of the con- 
sent to people who do not have that right. 


Chartered Financial Analyst 


These increased calls have led to the for- 
mulation of the copyrights act as well as 
for DRM. 

DRM is a technology that restricts 
usage and access to the content. This 
gives the owner of the content the abil- 
ity to secure and distribute the content 
only to the people for whom it is meant, 
thereby, generating revenues for them 
and building a robust business model. 
Though the term DRM is relatively new 
the purview of it addresses numerous 
business challenges that companies 
and individuals have been facing since a 
long time. The music industry was 
against the playing of their music by the 
radio stations way back in the 1940s. 
Later on, the film industry fought 
against the use of Video Cassette Re- 
corders (VCRs) as they felt that it 
would reduce the number of people who 


would watch movies on the traditional 
silver screens. 

But the advent ofthe Internet and the 
digital era has drastically challenged 
their business models. It is now easy and 
virtually free to transmit the content 
online. Also, the digital media files allow 
for copying the content a number of times 
without diluting the quality of the con- 
tent. Moreover, the drastic fall in the price 
of personal computers, digital storage de- 
vices and the increasing popularity of file 
sharing tools have all contributed to the 
unabated distribution of content without 
owning the right to do so. But now, this 
problem can be curbed with a nemesis 
called DRM technology. 

The DRM vendors started selling 
their products in the market from the 
year 2000 onwards, but the initial re- 
sponse from the customers was not en- 
couraging. DRM vendors spent most of 
the time educating their customers 
about the importance of their products. 
Slowly, the music industry showed some 
interest in these products, but they were 
worried whether their consumers would 
accept the change or not. The next two 
years were spent on testing these prod- 
ucts and evaluating the costs involved. 
The year 2003 was a landmark vear for 
DRM vendors where some of them expe- 
rienced success in their implementation. 
They also started partnering with vari- 
ous content management vendors to 
evolve a robust product. In the recent 
years, the revenues of the top DRM ven- 
dors stabilized with the standardiza- 
tion of the rights language. The weak 
vendors prided or were acquired by the 
successful vendors. 

Now DRM is very popularly used not 
only by the entertainment industry but 
also by other media such as online music 
stores like Apple's iTunes stores and also 
by e-book producers. DRM is built on vari- 
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ous technologies either by making 
changes to the digital media player soft- 
ware by using Crvptography or by Manda- 
tory Access Control System by which re- 
strictions are imposed by software per- 
manently embedded in the hardware. 


Basic forms of DRM 

Some of the popular forms of DRM 
schemes are DIVX, CSS, Product Activa- 
tion and Digital Water Marking. DIVX 
stands for Digital Video Express and is 
similar to a DVD except that it is cheaper 
as it is a renzal format of the DVD. Here 
the purchaser of the DIVX disk would 
only get to view the content for a limited 
period of time, usually for about 43 hours. 
Once the time is completed the user has 
to pay additiona! rental charges to use it 
for some more time. These DIVX disks 
can only be played by DIVX players. The 
DIVX player needs to open an account 
with the DIVX provider and the DIVX 
player has to be connected by a phone line 
with the DIVX provider. Some of the 
popular vencors of DIVX are Circuit City, 
The Good Guysl, Ultimate Electronics 
and Future Shop. 

CSS stands for Content Scrambling 
System where it uses a proprietary algo- 
rithm which restricts the use of the con- 
tent; like compilation or reproduction. 
These CSS sets are licensed to the 
manufacturer of digital equipments. 
CSS also prevents encrypted content to 
be viewed in any platform. It is widely 
used by the DVD producers nowadays. 

Product Activation system validates 
the license required by the user of the con- 
tent or the software. Using the Product 
Activation system, the software applica- 
tion hashes the hardware serial number 
and a specific installation Identity (ID) is 
created which is sent to the manufacturer 
to verify the authenticity of the product 
key. This is a very important DRM solu- 
tion which restricts the multiple use of 
the product or content. Microsoft uses this 
technique widely for selling its packages 
in some countries where the user is re- 
quired to activate the software through 
the Internet. This is also widely used in 
the telecommunication industry. 

Digital watermarking takes its 
name from the watermarking of paper 
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money. This technology allows hidden 
data such as a unique ID to be placed on 
the media. Watermarking is basically 
of two types — visible and invisible. Vis- 
ible watermarking has the signal algo- 
rithm changed so that the signal gener- 
ated is totally different from the actual 
signal. Invisible watermarking does not 
change the signal much; only minor 
changes are made. This creates a data- 
base of unique IDs for each copy. Though 
this technique does not prevent copying, 
it would show a chain of users and one 
can easily trace the original source of 
this content distributor. 


Views of DRM advocates 
DRM advocates feel that DRM is very 
essential for making business and eco- 


While the debate over DRM goes on, there are consider- 
able efforts being put in by the DRM vendors to improve 
DRM solutions by improving the security as well as giving 
the user of the content flexible options. 


nomic sense to the content provider. 
They feel that the owner of the digital 
content should have the sole right to con- 
trol and distribute his digital works. 
They say, without this power not many 
would be willing to keep their work in the 
online digital space. It is also important 
to note that the DRM solutions have not 
resulted in damaging the user devices 
and they have also not caused any prob- 
lems for the users. 

The DRM advocates say that the 
benefits of DRM far outweigh the prob- 
lems caused to the customers. Digital 
content would only be available to the 
person who requires them and who is 
authorized to view it. In this way, traffic 
is reduced and the actual user who is in 
need can have easy access to the con- 
tent. Further, the credibility always ex- 
ists. The advocates also say that the op- 
ponents of DRM always oppose the 
hardware and media owners, but never 
seriously question the creative owners 
of the digital content who depend on it 
for their earnings. So, the DRM oppo- 
nents should recognize the fact that the 
hardware vendors and media are pro- 


viding conditional access in response to 
the artistic creativity. 


DRM opponents speak 
The opponents of DRM feel that DRM 
curbs the right to free information. They 
feel that big media houses charge heavy 
and unreasonable amounts for content. 
They draw similarities to putting a per- 
son in prison. They feel that DRM man- 
ages the right to access in the same way 
like a prison manages a person's free- 
dom. They feel that the word *rights" in 
DRM is a misnomer and it should be 
replaced. They say that it should be re- 
placed by "restriction" making it "Digi- 
tal Restriction Management". 

If DRM technologies permit access 
of information only to a particular ma- 


i 


chine or software, then this would seri- 
ously create barriers for easy availabil- 
ity of content even after the prescribed 
copyright period comes to an end. Some 
of the opponents feel that DRM opposes 
the right to private property. They say 
that the DRM component may end up 
controlling the device the user owns re- 
stricting its usage as well as his wishes. 





Business proposition 

While the debate over DRM goes on, a 
lot of efforts are being put in by the 
DRM vendors to improve DRM solu- 
tions by fortifying the security as well 
as giving the user of the content flexible 
options. While DRM is essential for 
making a business proposition out of 2 
creative work, the DRM solution ven: 
dors should also be careful not make 
rigid solutions that would lead to un: 
wanted exploitation and impinge on the 
ability to view free information, whic 
could turn out to be the trigger or base 
for some creative, noble thought.m 


- D Satisl 
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Games Indians Play 


Why We are the Way We are 


Playing games (of breaking rules, jumping signals and queues) remains a 
favorite pastime of average Indians. However, it's time to introspect and ask 
purselves—why we are the way we are!—suggests the book. 


o the outside world, especially, 

the western world, the mention 

of the very word India immedi- 
itely would conjure up images of el- 
»phants and snake charmers. That per- 
'eption, however, has begun to change, of 
ate, thanks to India's now-proven prow- 
:ss in Information Technology (IT) and 
he growing clout and successes of NRIs in 
Jusinesses and in politics — from London 
70 Los Angeles, Singapore to Chicago, 
“anada to Kazakhstan. To what extent, 
Yowever, our own perception about our fel- 
ow countrymen and ourselves has 
‘hanged, given the dramatic growth of our 
sountry’s economy and our living stan- 
lards? Perhaps, not much has changed 
he way we Indians behave, our attitude 
ward our neighbors, our society or any- 
Jody with whom we deal in our day-to- 
lay life, suggests the book, Games Indi- 
ins Play: Why We are the Way We are. 
Written by V Raghunathan, a renowned 
icademician and ex-IIM-A Professor, it's 
1 real eye-opener for every Indian who 
‘though always questions what this coun- 
ry has given to us but would balk at the 
question, what is our contribution to the 
society? The book is an attempt to find 
che answer to a nagging question, which 
orobably every responsible citizen of this 
*'ountry faces, day in and day out, and 
‘eels frustrated with such attitudes of 
'ellow citizens: Why are we (Indians) the 
way we are? 

Don't we ask ourselves the same ques- 
don at some point in our life as we feel 
victim of our own attitudes; it's a different 
matter that we realize this when it is in- 
licted by a neighbor or a fellow rider or a 
*olleague? But if we introspect, the seri- 
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ousness of the issue will begin getting to 
our mind. How many times we have 
jumped the red signal or watched fellow- 
bikers or drivers do the same, much to the 
chagrin of the hapless traffic police, in 
case he doesn't happen to have a vehicle to 
chase the fellow down or is without pen 
and paper to note down the number of the 
errant fellow's vehicle. Isn't it common for 
us to take it as our right to spit on the 
street from our balconies or while driving 
without caring for the poor fellow on the 
street or the road? Isn't it common for us to 
jump the queue, when others sweat it out 
there, just to get our work done faster? 
Why do we tear off a page from a library 
book, or why do we leave a public toilet 
smelling even though we would like to find 
it squeaky clean when we enter it? 

However, how many of us bother to in- 
trospect? We take pride in our culture, val- 
ues and intelligence, but then others like 
Chinese, Japanese and Italians are no in- 
ferior to us. In fact, we are behind them in 
such traits as we are more self-serving 
and less productive. While there is no 
harm in touting our achievements we 
need to compare them with others' 
achievements and progress. For instance, 
we take pride in the successful completion 
of Konkan Railway Project, Delhi Metro, 
etc. but do we pause to compare with simi- 
lar achievements by others elsewhere 
(like in China) at a lesser cost and in a 
shorter duration? 

The book is neither an exploration in 
the area of game theory or behavioral eco- 
nomics (although it uses a combination of 
the two to drive home some interesting 
insights on some of the average Indian 
traits), nor is it a book on sociology 
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V Raghunathan was an academic for 
nearly two decades, at IIM, Ahmedabad 
At present he is a member of the top 
management in the GMR Group, an 
infrastructure major. He writes a regular 
guest column for the Economic Times. 





(though it attempts to address a social 
issue, Indianness of Indians). While it is 
not a research-based book, it is also not 
merely a potpourri of some personal ob- 
servations and experiences, as the author 
modestly confesses. It takes the reader 
through some powerful insights into why 
we Indians need to introspect and realize 
the need to get rid of our current behav- 
ioral traits if we wish to be counted among 
the more civilized people of the world. The 
author's straightforward and hard-hit- 
ting approach, albeit with a little dosage 
of humor, would ensure that the reader 
finds the book quite indulging.m 


— Amit Singh Sisodiya 
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Swing Trading 


A Guide to Profitable Short-term Investing 


The aim of the book is to introduce swing charts and enable traders to harness their power. 


ith tne growing volatility in 

the global financial mar- 

kets, swing trading is gaining 
momentum. The fundamental part of 
swing trading is to sell short as prices 
fall almost twice as fast as they rise. 
There are some perceived drawbacks 
associated with selling short such as 
the idea of losing more than 100% of 
capital and hope of an upswing, if it is 
not realized then the stock becomes a 
long-term investment. The author says 
that a swing trader tries to grind out a 
series of smal! profits and lesses, all 
the time preserving his capital waiting 
for a substantial swing or linear phase 
to unfold when a succession of winners 
can be put together. 

However, the most critical part of 
swing trading is identifying the linear 
phases; many of the phases are marked 
by themes and erises, such as dumping 
the old economy stocks, Asian crisis, 
Russian debt crisis, and default of 
Long-Term Capital Management 
(LTCM). Marc. the author, is not sure 
how to identify the linear phase in ad- 
vance but feels that it is possible to de- 
tect it when one is in the middle of a 
linear phase. 

Revealing his approach towards 
swing trading, the author prefers equity 
index futures to the individual! equities, 
to avoid company-specific risk. He ad- 
vises us not to look at stocks outside 
those of the biggest 50 or so companies 
due to little selvency risk and high 
traded volume. However, swing charts 
work well with the active stocks. 

Mare's approach towards the swing 
trading is to choose the right security 
and right movement. And inter market 
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cross-checking is one of the most impor- 
tant tools in analysis on the equivocal 
presentation on the charts to look at al- 
lied markets and allied shares. 


Point and figure charts 

These charts are perfectly fit for trading 
in individual equities and distinguish 
themselves from other charts by giving 
more information on the supply and de- 
mand and price action. The author ex- 
plains various point and figure signals 
for short-term trading. Similar to swing 
charts, the author reveals the tactics 
followed with point and figure charts. 

While trading with individual equi- 
ties swing charts are extremely useful 
in three situations such as cross-check- 
ing the buy/sell signals from point and 
figure charts. Swing charts reveal that 
far from the breaking down, the stock is 
in the process of completing a swing 
high or low, after which the main trend 
is likely to continue. And when trading 
in equities take a position, the equities 
swing chart gives its first continuation 
of trend signal, even if there is no con- 
vincing signal on the point and figure 
chart. Some traders use swing charts to 
trade equities, as point and figure 
charts can provide a useful cross refer- 
ence. Other indicators such as RSI, 
moving averages, candlesticks and rela- 
tive strength have been discussed in 
this book. 

Swing Trading is a must read for 
any active investor who is looking for a 
systematic way to trade in the market. 
The charts used throughout as ex- 
amples to illustrate the different 
themes and crises in stock markets 
form the most important feature of this 
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About the Author 


Marc Rivalland was a share analyst with 
one of South Africa's leading merchant 
banks. For two years Marc wrote educa- 
tional articles on point and figure charts 
for London's The Evening Standard, He 
also writes ‘The Trader’ column for 
Investor's Chronicle, and conducts semi- 
nars on technical analysis. 


book. Overall, the book makes much 
easier reading than most technical 
analysis texts, and investors can really 
grasp the concepts of swing charts.m 


- N Janardhan Rao 
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Imperial Persia 


les from ancient Persia have come 
down to us in the form of numerous 
nyths and legends of heroes. What we 
«now of ancient Persia is to a great ex- 
ent derived from that mighty epic 
)»»em — Shahnameh (‘Book of Kings’). 
This poetical history of old Iran brings 
ogether myths and legends of national 
1eroes— mythical, semi-mythical and 
1istorical—the most popular being the 
‘ragic story of the great Persian hero- 
«night Rustam and his son Sohrab. 
Ruins have the power to stir our 


motions. Ages have passed; so 
1ave civilizations. Fragments 
Xf glory remain. The fragrance 


Xf the past lingers in the ru- 
ns. Through them we touch 
the depths of history. Ruins 
"ry out for our attention, with 
their ever-whispering, dream- 
ng voices of the past. 

As dusk settles over the ruins 
of Persepolis, against the backdrop 
of mountains, we witness one of the 
most enchanting scenes in the world. 
Persepolis, now referred to as Takht-e 
Jamshid ("Throne of Jamshid’), once "the 
richest city under the sun," is an unfor- 
zettable sight. 

Cut in the rock at several places in 
the mountain chain, which borders the 
[ranian plains, are grand military 
scenes. The ‘King of Kings’ had grand 
tombs built in their honor such as the 
mes at Persepolis and Naqsh-i Rustam. 
The entrances of the royal tombs at 
Naqsh-i Rustam, were carved with col- 
amned facades with reliefs and inscrip- 
tions. These sculptured mountains and 
the ruins of the great terraced palaces, to 
which giant staircases decorated with 
reliefs lead, evoke the artistic splendor of 
ancient Persia. 

In the brilliant city of Persepolis, “the 
solar principle of the Lord of Light of the 
Aryan prophet Zoroaster shone with the 
radiance of the sun itself on earth, sending 
forth its rays.” This palace complex, built 
by Darius, was both a royal residence and 
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a ceremonial center. It was constructed on 
an immense stone platform. On the plat- 
form stood vast colonnaded halls and pa- 
vilions, ceremonial gates and stairways, 
storerooms and stables. The most impor- 
tant of these structures was the palace of 
Darius, the Apadana or ‘Audience Hall’. 
This large pillared hall was framed on 
three sides by colonnaded porches. While 


the columns reveal the impact of Greece, 











the roof beams supported on capitals 
crowned with stylized heads of griffins, li- 
ons and bulls are characteristic of Persian 
architecture. 

The figurative and decorative art of 
the Persians owed much to Assyrian im- 
perial traditions. The monarchical char- 
acter of their artistic undertakings is no- 
table in the carved reliefs throughout 
Persepolis; their art was more or less de- 
voted to the glorification of a ruler— his 
wealth, warlike qualities, majesty, and 
power. The Persian king occupied an ex- 
alted position, being the regent of the 
Persian God Ahuramazda. The carved 
monumental stairways that led to the 
Apadana were decorated with figures of 
Persian soldiers and nobles, and of 
peoples of the empire bearing tribute 
and gifts. However, unlike Assyrian art, 
Persian art contained the ‘element of pla- 
cidity in keeping with the spirit of the 
Persian civilization, which was one of the 
most humane of ancient times'. Persia's 


most ancient monuments reveal a deco- 
ration and pageantry that conceals the 
ferocious nature of the things depicted. 
The exquisite technical skill and re- 
markable elegance of Achaemenian art- 
ists are evident at Persepolis. 

Other impressive works in Persepolis 
include the gate of Xerxes known as 'Gate 
of all Nations’ and the Throne Hall (‘Hall 
of One Hundred Columns’). The 
Achaemenid kings displayed their power 
through architecture and various forms of 
artistic representation. They created 

grandiose monuments at 
Persepolis, Susa, Babylon, and 

other places. For this, they sum- 
moned a multinational force of 
laborers and craftsmen. 
The Sasanian period is 
considered to be aesthetically 
the greatest of all artistic 
phases in Persia. The great 
vaulted hall at Ctesiphon, with its 
magnificent arch, is one of the highly 
acclaimed pieces of the Persian archi- 
tecture. A relief at Taq-i Bustan shows a 
Sassanid king receiving his crown from 
Ahuramazda. Mithra, the divine repre- 
sentative of God on earth, is shown as a 
priest, wearing a crown of sun-rays, and 
standing on a sacred lotus. In the caves of 
Taq-i Bustan, motifs like the dragon and 
winged horse reveal the preoccupation of 
the Persian artists with the mythical. 

Ancient Persia assimilated the cul- 
ture of the Greeks, Romans, Arabs, Hin- 
dus, and of the Tartars. Persian art has 
remained the ‘most elusive of all arts’; it 
can never be fixed to one period or one 
place. But its influence can be seen 
throughout the civilized world. With the 
fall of the Persian Empire and the burn- 
ing of the city of Persepolis, 'the accumu- 
lated artistry of Persia’ moved eastward 
and reached India, thus keeping alive 
the tradition.m 

- Dr. P G Nirmala 


Faculty, Academic Wing, 
The Icfai University, Hyderabad. 
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Post: Territory Manager- Mutual Funds 
Company: India Infoline 

Job.Desc: The incumbent shell ensure that 
al! branches are properly managed and team 
is trained adequetely. 

Profile: Ideal Candidate shou!d have relevant 
experience in mutual funds, Insurance and 
IPO distribution 

Exp: 2-3 

Location: Kolkate 

Email: apply ir diainfoline.ccm 





Post: Manager- Health Claims 

Company: ICICI Lombard General Insurance 
Company Ltd 

Job.Desc: Shall be working closely with the 
hospitals for Pre Approval of treatment for 
Cashless Access, Process and quality review 
of processed claim cases . 


Profile: The incumbent should be MBBS/ MD 
with Clinical i xperience. 
Exp: 2-4 


Location: Chennai 
Email: sambaran.dutta@icicilombard.com 


Post: Head- Equity Trading 

Company: Securities Trading Corporation of 
India Ltd 

Job.Desc: The incumbent shall be involved in 
Equity and Equity Derivatives at the dealing 
rooms of Banks, Financial Institutions, 
Insurance Companies, Mutual Funds 
Investment 3anks etc. 

Profi e: Applicants should have excellent 
academic background with relevant trading 
experience and proven track record in Equity 
and Equity Derivatives. 

Exp: 3-5 

Location: Mumba’ 

Email: recruitment@stcionline.com 


Post: Accountant 

Company: Octopus Marine 

Job.Desc: Shall be involved in TDS 
calculation on handling and transportation, 
finalization of accounts, Tally feeding, sales 
Tax, Service Tax, etc.. 

Profie: Candidate should be Bcom/ M.Com 
with relevant years of experience in accounts 
finalization, Tally feeding etc 


Exp: 3-5 
Location: Chennai 
Email: octopusmarine@eth.net 


Post: Financial Modeler 

Company: Genpact 

Job.Desc: Iceal Candidate shall be involved 
in risk exposure monitoring of businesses/ 
collections business etc. 

Profile: Should be MBA(Finance)/ CA with 
proficiency in interpreting financial ratio. 
Exp: 3-5 

Location: Bangalore 

Email: Hyd.mgr Ggenpact.com 


Post: Sr.Accoun-ant 

Company: Kothari Auditors & Accountants 
Job.Desc: Shall be involved in updation of 
accounts, finalization for tracing, contracting 
& service companies. 

Profile: The incumbent should be Accountant 
with ability to finalize accounts 
independently of trading, contracting & 


services companies. 

Exp: 3-6 

Location: Dubai/ UAE 

Email: careers@kothariauditors.com 


Post: Branch Manager- Sales 

Company: ICICI Prudential Life Insurance 
Company Ltd. 

Job.Desc: Candidate is to achieve Business 
Objectives of Branch Sales Team & lead unit 
managers, agency managers & executives & 
increase the sales volume of the branch. 
Profile: Should be MBA with experience in 
handling large teams. 

Exp: 3-6 

Location: Cochin 

Email: hr.alljobsi gmail.com 


Post: Risk Engineer- Insurance 

Company: RR Brokerage Assurance Services 

Pyt. Ltd. 

Job.Desc: Shall be involved in Business 

Development & related activities. 

Profile: Candidates with Engineering back 

pauna with relevant experience in Insurance 
roking House or Insurance Company will be 

preferred. 

Exp: 3-6 

Location: Delhi 

Email: hr@rrfcl.com 


Post; Manager- Sales 

Company: Kotak Mahindra Old Mutual Life 
Insurance Ltd. 

Job.Desc: Shall be involved in continuous 
review of performance of own team of 
Financial Consultants anc to improve their 
productivity on an on going basis. 

Profile: Should be Graduate with good 
communication & interpersonal skills. 
Exp: 3-7 

Location: Hyderabad 

Email: srinivas@ling-tech.com 


Post: Consultants- Banking 

Company: Encreate Ltd. 

Job.Desc: The job entails understanding 
clients requirement, translating into 
deliverables and providing consulting 
services related banking processes, 
customer services and quality. 

Profile: Consultants with good knowledge of 
banking both Retail and Corporate/ financial 
& Service industry. 

Exp: 3-7 

Location: Dubai/ UAE 

Email: careers@encreate.com 


Post: Analyst- Future & Options 

Company: Brics Securities Ltd. 

Job.Desc: The incumbent is to prepare Daily 
Derivatives Reports, analvze derivatives data 
& give intraday calls based on F&O cues. 
Profile: Should have Practical knowledge of 
implementing various derivative strategies 
with relevant experience in stock broking 
firm. 

Exp: 4-7 

Location: Mumbai 

Email: careers bricssecurities.com 


Post: Assistant Manager- Bancassurance 
Company: ING Vysya Life Insurance 
Company Pvt. Ltd. 
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Job.Desc: Shall be involved into imparting of 
Product & process training to Sales team. 
Profile: Ideal Candidate should have the 
knowledge of insurance with good 
communication & interpersonal skills. 

Exp: 4-7 

Location: Ahmedabad 

Email: careers.mumbai@ingvysyalife.com 


Post: Manager- Operations 

Company: Parsec Loans 

Job.Desc: Candidate shall set processes and 
systems, ensure adherence and monitor 
processing turn around times across all 
branches. 

Profile: Candidate should be MBA with recent 
experience in managing operations in a 
distributed production environment. 

Exp: 5-7 

Location: Gurgaon 

Email: anshu.agarwal@parsecioans.com 


Post: Manager- Finance 

Company: Flemingo - Damas Jewellery 
Job.Desc: Shall be involved in the 
Finalization, Taxation, Updating of Accounts 
Books, Reconciliation, Receipt, Payment & 
Disbursement, Liasioning with Govt 
Authorities 

Profile: Should be CA/ ICWA with relevant 
experience in Jewellery Industry & only 
Mumbai residents should only apply. 

Exp: 5-7 

Location: Mumbai 

Email: careers@flemingo-intl.com 
Post: Principal Consultant- Corporate 
Advisory 

Company: Suresh Surana & Associates 
Job.Desc: Candidate will be responsible 
advisory and compliance services to our 
clients for Direct / Indirect taxes. Knowledge 
of international taxation will be an added 
advantage in case of Direct Taxation. 
Profile: Candidate should have good written 
communication. 

Exp: 4-8 

Location: Mumbai Suburbs 

Email: hr@ss-associates.com 


Post: Assistant Manager- Finance 
Company: Fortis Healthcare Ltd. 

Job.Desc: The incumbent shall be involved in 
Treasury Operation & risk analysis & 
management, Budgeting & Control Fund 
Management, Corporate Finance & Cash 
Flow. 

Profile: The incumbent should be CA with 
relevant experience in Treasury Operation & 
risk analysis & management. 

Exp: 5-8 

Location: Delhi 

Email: arun.bhatia@fortishealthcare.com 


Post: Officer- Investment & Maintenance 
Company: Acsys Software (India) Pvt. Ltd. 
Job.Desc: Candidate shall be involved in 
supervision & monitoring of realty holdings 
of the company. 


Variety & Endless 
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Profile: Should have good knowledge in the 
investment and realty contracts domain. 
Exp: 5-10 

Location: Chenna 

Email: rvetrivel@acsysindia.com 


Post: Chartered Accountant 

Company: Mirchandani Group 

Job.Desc: Managing the Finance , Accounts & 
Legal (Land Related ) , Fund raising 
capability , should able to liaison with bank 
and financial institution, Admn Matter. 
Candidate should be well proficient in 
Commercial, Taxation, Balance sheet, Funds 
Management et 

Profile: Should be CA with strong functional 
knowledge & experience of construction & 
building related industries will be preferred. 
Exp: 5-10 

Location: Mumbai 

Email: jobs@mirchandanigroup.com 


Post: Manager- Finance 

Company: Vision Beyond Corporation 
Job.Desc: Shall be involved in managing the 
accounts and finance function. 

Profile: The incumbent should be CA with 
relevant experience in similar position 
preferably in the media/ entertainment 
sector. 

Exp: 5-10 

Location: Mumbai 

Email: nick@vbeyond.com 


Post: Chief Manager- Credit Risk 

Company: IndusInd Bank 

Job.Desc: The Executive will be responsible 
of managing credit risk bank-wide, across all 
business streams and will report to 
Head-Risk Management. 

Profile: Should be CA/ MBA(Finance) with 
hands on experience in similar position. 
Exp: 7-10 

Location; Mumbai 

Email: jobs@indusind.com 


Post: Manager- Collections 

Company: Oracle India Pvt. Ltd. 
Job.Desc: Shall manage team, provide 
guidance, direction, and training to reportees 
to effectively resolve process issues 
according to established guidelines, 
procedures, and policies. 

Profile: The incumbent should be 
Graduate(Any discipline) with relevant 
experience in BPO industry. 

Exp: 7-12 

Location: Bangalore 

Email: pranesh.george@oracle.com 


Post: Manager- Derivative 

Company: GlobeOp Financial Services (I) 
Pvt. Ltd. 

Job.Desc: Ideal Candidate shall be 
responsible for efficient functioning of the 
entire OTC team in India. 

Profile: Should be MBA/ CFA with hands-on 
experience in similar position. 

Exp: 7-12 

Location: Mumbai 

Email: mkoikar@globeop.com 
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Post: Branch Head 

Company: Birla Global Finance Company Ltd. 
Job.Desc: Shall be heading the Branch & 
looking after the day-to-day activities of the 
Branch. 

Profile: The incumbent should be 
MBA(Marketing) from reputed institute with 
good communication & interpersonal skills. 
Exp: 7-12 

Location: Mumbai 

Email: bgfihrd@adityabirla.com 


Post: Sr.Manager- Finance 

Company: Thinksoft Global Services (P) Ltd. 
Job.Desc: The incumbent shall be handling 
income and direct taxes, 

Profile: Should be CA & CS/ ICWA with 
hands-on experience in similar position. 
Exp: 8-12 

Location: Chennai 

Email: supportjobs@thinksoftglobal.com 


Post: Investor Relation 

Company: NIIT 

Job.Desc: Candidate shall be involved in su- 
pervision & monitoring of realty holdings of 
the company. 

Profile: The incumbent should be Graduate/ 
MBA(Finance) with good communication & in- 
terpersonal skills. 

Exp: 10-15 

Location: Delhi 

Email: rajeshgupta@bmchatrath.com 


Post: Chief Financial Officer- Finance 
Company: E- Logistics Pvt Ltd 

Job.Desc: Shall be involved in raising Equity 
Funds through IPO process and all other 
matter essentially for the post. 

Profile: Should be CA/ MBA(Finance) with 
good communication & interpersonal skills. 
Exp: 10-15 

Location: Chennai 

Email: jobs@elogistics.co.in 


Post: Company Secretary 

Company: Shriram Transport Finance Com- 
pany Ltd. 

Job.Desc: Shall be involved in statutory com- 
pliances & related activates. 

Profile: The candidate should be a CS with 
hands-on experience in similar position. 

Exp: 10-15 

Location: Mumbai 

Email: poojan@stfc.in, prakash@stfc.in 


Post: Manager- Accounts & Secretarial 
Company: Birla Insurance Advisory Company 
Ltd. 

Job.Desc: The incumbent shall be involved in 
monitoring and supervision of Accounts upto 
finalization, Preparation of Monthly MIS etc. 
Profile: Ideal Candidate should be qualified 
CA & CS with relevant years of experience in 
handling Company Secretarial and Finance 
functions in Corporate. 

Exp: 10-15 

Location: Mumbai 

Email: bgfihrd@adityabirla.com 
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Post: Chief Financial Officer 

Company: Shyam Telecom Group 
Job.Desc: Shall be the overall incharge of 
the Accounts, Taxation & Finance. 

Profile: Should be CA/ MBA(Finance) with 
hands on experience in similar position. 
Exp: 14-15 

Location: Hyderabad 

Email: hrsolution.fin@gmail.com 


Post: Chief Finance Officer 

Company: The Country Club 

Job.Desc: The incumbent shall be 
responsible for Budgeting, Finance 
Planning, Handling Tax Matter, Preparing 
annual business plans and budgets. 
Profile: The Candidate must be 
MBA(Finance)/ CA with functional 
excellence & outstanding communication 
Skills. 

Exp: 10-20 

Location: Mumbai 

Email: ccilmumbai_hr@rediffmail.com 


Post: Chief Financial Officer 

Company: DCM Engineering Ltd. 
Job.Desc: Ideal Candidate shall heading 
Finance & Accounts, reporting directly to 
Managing Director. 

Profile: The Candidate must be a CA with 
hands-on experience in similar position 
Exp: 15-20 

Location: Ropar 

Email: rsnanda@dcmengg.co,in 


Post: Head- Internal Audit 

Company: Techmahindra Ltd. 

Job.Desc: Shall be involved into risk 
assessment considering, conducting 
actual fieldwork including data collection 
and analysis discussion. 

Profile: Ideal Candidate should have 
relevant years of experience in Internal 
Audit role, 

Exp: 16-22 

Location: Pune 

Email: jashish@techmahindra.com 


Post: Vice President- Finance & Accounts 
Company: National Bulk Handling 
Corporation Ltd. 

Job.Desc: Shall need to anticipates & 
plans for new business. 

Profile: Should be PG/ CA/ ICWA/ CFA 
with experience in Banking/ financial 
industry. 

Exp: 15-25 

Location: Mumbai 

Email: careers@mcxindia.com 


Post: President- Account &Finance 
Company: Ashoka Buildcon Ltd. 
Job.Desc: The incumbent shall be 
monitoring profitability & working capital 
management of liquidity through 
appropriate financial planning, 
procurement & management of funds. 
Profile: Should be CA/ ICWA/ 
MBA(Finance) with relevant experience in 
similar position. 

Exp: 15-25 

Location: Nagpur 

Email: hrd@ashokabuildcon.com 


Cnaukri.ccom 


India's No 1 Job Site 


» Get Jobs by e-mail/ SMS 





» Confidentiality Assured 





uet see MM —u 


Zs 


*Wealth, like knowledge, grows in spots and spreads out," so 
postulated William James, the philosopher. And Deng 
Xiaoping—the Chinese statesman for whom “It does not 
matter what color is the cat, so long as it catches the mouse” 
—proved William James right by establishing SEZs at 
Shenzhen, Xiamen, Zhuhai, and Shantou that have today be- 
come economic powerhouses, besides acquiring a place among 
the largest manufacturing bases in the world and turning 
China into a global economic power next only to the US and 
Japan. 

Enthused by the success of the Chinese experiment with 
SEZs, we deliberated upon them, debated on their pros and 
cons for a couple of years, and finally decided to put in place an 
appropriate law for establishing SEZs 15 years after we 
started the liberalization process—which is, of course, in 
stark contrast with China, which started 
its liberalization with the establishment 
of SEZs. And, thus began all our woes. As 
a race, being highly possessive of the 'sover- 
eignty of reason’, we—‘pregnant’ with 
‘thoughts’ that are ‘disjoint and out of 
prime’—took to the fancy of ‘reasoning out’ 
the good and bad of SEZs—whose capabil- 
ity to develop agglomeration economies, to 
make socio-political control of foreign in- 
volvement easier, and create better infra- 
structure and links with the external 
world, has been proved beyond doubt in China and elsewhere 
— and have become perplexed by the problems it has created. 
The net result is pandemonium across the country. 

Reacting to the violence and police firings, the empowered 
group of ministers has come up with revised policy guidelines: 
one, the size of multi-product SEZs is caped at 5,000 hect- 
ares; two, state governments will not acquire land for SEZs; 
three, at least, half the area of the SEZ should be earmarked 
for processing unit; and four, SEZs cannot merely be net for- 
eign exchange earners but their exports must equal their pur- 
chases from the domestic tariff areas. 

Now, what does all this mean? It means: on the one hand, 
the government wants to create industrial cities of world- 
class standard with their own ports, airports, power stations, 
offshore banking. water supply, and other essential social in- 
frastructure, so that they could become ‘global centers’ of 
growth; and on the other hand, it wants them to confine to a 
miniscule size of 5,000 hectares. India cannot have SEZs of 
the size anywhere nearer to that of Shenzhen which is spread 
over an area of 20,000 hectares with all the supporting infra- 
structure of world-class, and hence, it is feared that they 
would not be able to generate the ‘driving force’ that is re- 
quired to really transform the economy as envisioned, Some 
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Or, Industrial Dharavis in the Making? 


have, therefore, dubbed it as an act of government's continued 
lack of a long-term vision. 

Secondly, it is palpable that the government has resorted 
to such capping of SEZs across the board only to placate the 
political forces that are opposing the acquisition of agricul- 
tural land for establishing SEZs. But what is enigmatic here 
is why the government should prescribe the size for SEZs 
when acquisition of land is no longer by the state governments 
but only by the respective promoters of SEZs. The revised 
policy prescription of land acquisition through ‘voluntarism’ 
between the acquirer and the seller raises a question: why 
should government cap it? Such half-hearted attempts at pro- 
moting SEZs would only result in the mushroom growth of 
small-sized SEZs which, instead of creating world-class in- 
frastructure, are sure to become a drag on the existing infra- 
structure in and around them. Further, as 
the laws permit establishment of sector- 
specific SEZs with as low as 10 hectares. 
many such may sprout all around cities 
causing further strain on the already frag: 
ile urban infrastructure, and gain exorbi- 
tant tax benefits for breaking down the ex- 
isting infrastructure. Unfair, isn't it? 

That is not the end of the story, for it 
raises another important question: How 
would the withdrawal of state governments 
from land acquisition help farmers: 
Whether land is acquired by the government or by the SEZ 
promoter, the sufferings of the farmer will not change. In eithei 
case, he needs to rehabilitate himself. That being the reality 
withdrawal of the government from the scenario with a modifi- 
cation of policy guidelines is nothing short of abdication of it: 
responsibility towards the welfare of citizens. That aside, what 
would happen, if, say, a small group of 'no-saying farmers holc 
the rest to ransom? Such predicaments will only hasten th« 
process of small SEZs mushrooming around cities. In that con 
text, wouldn't they do more harm than good to the nation? 

Amidst these unanswered questions, there emerges a ray 
of hope: Commerce Minister has announced that the govern 
ment is open to lift the land ceiling on SEZs. "In future, shoulc 
a proposal come that looks at an area that may be larger, we 
are willing to look at it”, said Kamal Nath. That must have 
cheered many, but this dilly-dallying is what is ailing the 
country for decades, which could, perhaps be more due to ow 
“tendency to give ourselves the fullest benefit of every pos 
sible doubt...” 

"To be or not to be”: but how long?m 


- gri 
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At MARG, we're striving to build a better world for the future of our nation. Our vision and pioneering spirit help 
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"Things bad begin, make 
strong themselves by ill" 


Lord John Browne is UK's most acclaimed business leader. His leadership at 
BP that transformed the once struggling oil company into one of the world's most 
successful and biggest private energy company — first by launching it on an expan- 
sion trail that involved merger of an American firm, Amoco in 1998, followed by 
subsequent takeovers of Arco and Castrol, and thereafter driving the firm through 
record profits—is described as one of the greatest corporate successes in the recent 
past. In the process, he not only became one of the best-paid UK executives but also 
claimed a seat in the boardrooms of globally reputed companies, such as Intel and 
Goldman Sachs as a non-executive director. It is for these commendable services 
that he was first knighted and then became a Lord in 2001. 

But ironically, Lord Browne has to resign as CEO of BP owing to the court's 
observation that he made a ‘white lie to the court’ in a hearing under his injunction 
petition. Thus, ended ignominiously the career of one of the world’s most visionary 
leaders, of course, all because, he admitted that he lied to a UK High Court judge 
about how he met Jeff Chevalier, while seeking an injunction against a newspaper 
from printing the allegations of improper business conduct and details of their 
relationship made against him by Jeff Chevalier. 

This exit of Lord Browne, which according to the Board of BP is “a tragedy that 
he should be compelled by his sense of honor to resign in these painful circum- 
stances”, despite his enormous contribution to the company, has raised a stormy 
debate across the corporate world. And thus emerged a battery of questions: 
Whether the ‘private life’ of an individual has any relevance to his ‘public life’ as 
CEO? Can a leader have two ‘faces’—one for ‘private’ and another for ‘public dis- 
play? Can a clear demarcation be made between the private and public life of a 
CEO, particularly of a public company such as BP, which has been entrusted with 
the interests of so many shareholders, and the safety of Pension Funds? What is 
it in his ‘private life’ that Lord Browne wants to guard from the public gaze? Is it 
the fear of “unnatural deeds/Do breed unnatural troubles”? 

That aside, some have questioned the role of Lord Browne in the recent mis- 
haps at BP, particularly in the context of the image campaign with the tag line 
that BP stands for ‘Beyond Petroleum’ that he launched. The company’s website 
shows the Lord assert: “Our reputation and therefore our future as a business 
depends on each of us, everywhere, everyday taking personal responsibility for the 
conduct of BP’s business.” His proclaimed BP's business philosophy is: “Deliver 
performance without trade-offs.” Yet, it is his post-merger cost-cutting exercise, 
and the resultant management's go-by to the safety norms that were cited as the 
cause for the fatal explosion at its Texas refinery. The corroding pipes at its 
Alaska oil field were identified as the prime cause for serious oil spillages that 
had adversely impacted the environment. The obvious inference from these inci- 
dents is: there is a difference between what Lord Browne claimed ‘BP’ as—Beyond 
Petroleum—and its ultimate corporate character. 

Intriguingly, this tiny tale of Lord Browne’s phenomenal rise as a business 
leader and his mighty fall reminds us of Shakespeare's invariable attention to 
‘consistency’ of ‘character’ in many of his tragedies and reaffirms what Bradley 
inferred therefrom: “Calamities and catastrophe follow inevitably from the deeds 
of the men and that the main sources of these deeds is character.” To say ‘character 
is destiny may sound an exaggeration, but it is only “the exaggeration of vital 
truth”, which no leader of even Lord Browne’s stature with such glittering string of 
accomplishments, can flout, for ‘things bad begin’ either in private or in public life 
“make strong themselves by ill.” 


GRK Murty 
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I have concluded that it is in the best interests of those whom this institution 
serves for (the bank's) mission to be carried forward under new leadership. 


-Paul Wolfowitz 
While resigning from the post of President, World Bank 


Demand-Supply gap in some agricultural commodities like wheat, pulses and 

edible oils, hardening of international prices of various commodities including 

metals and crude oil, rapid rise in credit, buoyant inflows of FDI and FII (foreign 

investments) and high growth momentum of the economy have been the major 
reason for inflation. 

— P Chidambaram 

Finance Minister, India 


Permitting foreign partners to hold 51% in single brand retail is a classification 

unique to India and reflects the mindset of the Indian bureaucracy. No serious 

foreignplayer would consider entering India on this term. Wal-Mart is an exception 
as it operates in a different segment and on a different scale. 

—Arvind Singhal 

Chairman, Technopak Advisors 


Mandatory peer review would certainly improve the quality of audit work and it is 
absolutely essential in the case of big listed companies. 

-Dolphy D'Souza 

Partner, Ernst & Young 

commenting on stricter norms for CAs auditing listed firms 


Those countries into which funds are flowing should look carefully at their own 

macroeconomic and prudential frameworks and be prepared for a reversal of flows 
at some point in the future. 

— Rodrigo de Rato 

Managing Director, 

International Monetary Fund, 

commenting on global imbalances due to yen carry trade 


The US move on utilization of the special H-1B visa by IT companies restricting 

the movement of skilled professionals would have an adverse impact on the rap- 
idly expanding services trade. 

— Kamal Nath 

Commerce Minister, India 


The increase in pressure on moving up the value chain has resulted in lower mar- 
gins. Also there has been an increase in the onsite and offshore costs since then. 


-Partha Iyengar 

Vice-President and Research Director , 

Gartner India, 

commenting on shrinking profit margins of Indian IT firms 
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AUAM Nationa! 


Emergence of Corporate Mandi 


orporate Mandi is the latest buzzword for big companies such as Mukesh 

Ambani-owned Reliance Industries, Bharat Hotels, NCDEX, DCL Shriram 
Group, Zoom Developers and RK Foodlabs. They are in contention to start the 
country's first private terminal market in Chandigarh. After the retail revolution, it’s 
time to corporatize the mandis —the wholesale market for agricultural produce. The 
market will be linked to a number of collection centers, and provide up-to-date facili- 
ties for grading, transportation, storage, domestic marketing and export. Fruits, veg- 
etables, flowers, aromatics, herbs, meat and poultry are the products that would be 
sold in these markets. The markets would provide transparent auctions of commodi- 
ties through electronic auction system. It is planned to set up cold storage at these 
markets with 2,000-15,000 million tons capacity. 

The Central Government has asked all the States to request private participation in 
terminal markets to provide a state-of-the-art linkage to farmers for selling their prod- 
ucts at a better price. This would be the first big proposal of the government to attract 
private money for formation of modern agricultural infrastructure in rural areas. 

Chandigarh would be the first place to have such a terminal market, where the 
area authorities are set to open financial bids next month. Other places for terminal 
markets include Hyderabad, Tirupati, Patna, Pune, Nasik, Nagpur, Bhopal, Indore, 
Jabalpur, Ludhiana, Jaipur, Chennai, Howrah and Kharagpur. 

“In order tc facilitate backward-forward linkage in the commodities sector— which 
is quite poor right now—a minimum of 20 collection centers would be set up near 
farms. This way, the farmers will have alternative options to link with the supply 
chains, processing and export of commodities. The farmer would also be provided with 
an alternative option of taking his produce to terminal markets," an official said. 








Bajaj to Wheel out 125 cc Bike at 100 cc Cost 


e country's two-wheeler market is on the verge of a complete shake-up as the 
Pune-based auto major, Bajaj Auto, is all set to offer 125 cc bikes at 100 cc cost 
to revive its dipping sales. This offer will come to the market by the end of this year. 
"We will upgrade the 100 cc bikes and will come up with new 125 cc bikes, which will 
be cheaper," commented Madhur Bajaj, Vice-Chairman, Bajaj Auto. He further 
added, “Our research and development department is working on the upgrade. It 
could be a couple of months from now for the launch." The 100 cc motorbike is 
currently priced between Rs. 
45,000 and Rs. 46,000, while the 
100 ce version costs Rs. 33,000. 
The company, led by Rahul 
Bajaj, has been experiencing a fall 
in the motorcycle sales for the 
past four months. In the month of 
April, the company's sales num- 
bers, including exports, declined 
by 13% compared to the same 
month last year. The company's 
bike sales declined to 164,304 (including exports) in April 2007 against 188,518 
in the same month in 2006. And in the month of February 2007, Bajaj's sales of 
two-wheelers dipped by 2% at 171,780 as against 175,256 in the same month 
last year. Thus, on the whole, Bajaj is aggressively planning to launch 125 cc 
bikes at 100 cc cost to get back its lost market share. 
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Bharat Forge slowdown 





he country’s largest and world’s 

second largest forging company, 
Bharat Forge, is showing signs of a 
slowdown which could have a signifi- 
cant effect on the overall performance. 
The domestic market which accounts 
for a bulk of the profits has reported a 
sharp decline in growth. In 2007, 
Bharat Forge’s revenues stood at 18% 
against 29% in 2006, and 47% in 2005, 
but in the same period its growth in op- 
erating profits fell to 20% from 36% two 
years ago. 

In 2006, Bharat Forge took a major- 
ity stake of 52% in the captive forging 
business of China’s FAW group; which 
reported a loss of Rs. 14.5 cr for nine 
months; however, the company is not 
hopeful of doubling its capacity utiliza- 
tion for the next four years. 

Since the beginning of operations in 
1966, Bharat Forge has achieved nu- 
merous milestones and is, today, one of 
the major and technologically most ad- 
vanced manufacturers of forged and 
machined components. 

Bharat Forge is seeking to expand 
with non-auto components into sec- 
tors, such as aerospace, railways and 
construction equipments, and plans to 
set up a plant with an initial invest- 
ment of Rs. 350 er to make non-auto- 
motive forging products, which would 
help it to protect itself from depen- 
dence on one sector and also to improve 
margins. But this will take time; till 
then the turndown of growth in its au- 
tomotive business will be a cause for 
concern to investors. 
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Reliance Retail's Foot 
Forward for Bata Shoes 


| Feces is planning to get into foot 
retailing as a part of its retail 
strategy and to expand its retail horizon. 
Ifthe deal goes through, this would prove 
to be one of the biggest tie-ups in the his- 
tory of Indian Retail. This planned foray 
into the footwear segment is being super- 
vised by G Sankar (former MD of 
Lifestyle India). Reliance is targeting a 
turnover of around Rs. 3,000 cr in just 
three years. 

Apart from this, if the deal is signed, 
Reliance will get immediate access to 
the 1000 plus Bata stores located across 
the country, and Bata showrooms across 
India would retail the footwear brands 
planned by Reliance. Thus, Bata brands 
will find space on Reliance Retail 
shelves. According to sources close to the 
negotiations, “Bata has the width and 
depth which Reliance is extremely keen 
to tap into. An agreement such as this 
one could significantly accelerate 
Reliance’s footwear retailing plans.” 

While a tie-up with Reliance might 
add to Bata’s distribution network, one 
cannot ignore its strong performances of 
late, which would mean that it can afford 
to do the deal on its own terms. The two 
companies are known to have been par- 
leying for over a year now, but no agree- 
ment is believed to be in sight. As per the 
information available, Reliance is insis- 
tent on equity participation which Bata 
is unwilling to accept. 

But, there is no official confirmation 
from both sides. Shaibal Sinha, CFO, 
Bata India, spoke to The Economic 
Times: “Reliance Retail has given a Let- 
ter of Intent (LoD) to Riverbank Holdings, 
our joint venture which is developing the 
real estate township in Batanagar, 
Kolkata, for setting up a hypermarket 
and non-footwear specialty store in the 
township. Other than that, there have 
been no other talks.” Riverbank Hold- 
ings is a 50:50 joint venture between 
Bata India and Calcutta Metropolitan 
group for the makeover of the 257 acre 
Batanagar project in Kolkata. 
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Market News: National 


RBI: Whistle-blower Policy 


iie: Reserve Bank of India (RBI) has recently introduced a new whistle-blower 
policy called ‘Protected Disclosures Scheme’ for private and foreign banks. It has 
been introduced as a proactive measure to strengthen financial stability and with a 
view to enhance public confidence. RBI would be the nodal agency for the implementa- 
tion of this scheme in order to ensure better governance standards and transparency 
in the conduct of affairs of public institutions. This allows bank customers, bank 
employees, shareholders, NGOs and members of the public to complain against 
wrongdoing in confidence. However, the public sector banks and RBI are already cov- 
ered under the Central Vigilance Commission (CVC), which is the authorized agency 
to receive complaints on any allegation of corruption or misuse of office and recom- 
mend appropriate action; however, the CVC's jurisdiction is restricted to only govern- 
ment employees. Under RBI's new scheme any person can complain against corrup- 
tion, misuse of office, criminal offences, fraud and failure to comply with the existing 
rules and regulations such as the Reserve Bank of India Act, 1934, the Banking Regu- 
lation Act 1949, etc. RBI can take appropriate action against the official concerned and 
initiate administrative steps to recover the loss caused to the bank as a result of the 
wrongdoing or misuse of office. The central bank stated in a release, "As a proactive 
measure for strengthening financial stability and with a view to enhancing public confi- 
dence in the robustness of the financial sector, the RBI has formulated a scheme called 
"Protected Disclosures Scheme' for private sector and foreign banks." However, the 
complainant's identity would be revealed if the complaint turns out to be frivolous and 
action has to be initiated against the complainant. Such complaints will not be enter- 
tained by RBI. If RBI feels that the allegations are substantiated on the basis of 
independent scrutiny conducted, it would recommend appropriate action against the 
bank concerned. Recently, the RBI took action against a foreign bank on a complaint 
from an employee of the bank. According to the scheme, the complainant should ensure 
the issue raised by him involves dishonest intention. It can also recommend initiation of 
criminal proceedings to the appropriate authority/agency. RBI plans to extend this 
scheme to other entities, such as local area banks, primary cooperative banks and non- 
banking finance companies in due course. 


Gold ETFs: Gaining Ground 


(15 Exchange Traded Funds (Gold ETFs) are fast emerging as a profit- 
able investment avenue besides mutual funds, stocks and bonds. However, 
they are far from grabbing the investors' fancy. Thus far, two asset management 
companies—namely, UTI and Bench- 
mark —have launched gold ETFs which are 
listed on the National Stock Exchange. The 
response for these has been quite exciting 
as 41,000 investors have pumped in around 
Rs. 235 cr. 

Gold ETFs are aimed at investors who 
wish to invest and trade in gold in the 
dematerised form and, thereby, eliminate 
the cost and risk associated with physical 
gold. Indians, typically, preserve gold in illiquid forms like jewelry and biscuits. 
Therefore, Gold ETFs emerge as a liquid investment avenue for investors who 
want to trade in gold. The two Gold ETFs are witnessing a slow, yet strong 
response, with decent trading turnovers. Industry experts are anticipating that 
this will further gain steam if they succeed in rewarding the investors. 
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Chrysler Sold Off! 


A fter nearly nine years of marriage, the relationship has finally gone sour and 

th Daimler and Chrysler are set to separate. On May 14, Daimler has ac- 
cepted the offer worth $7.4 bn from Cerberus—a private equity firm. The break- 
up of the transatlantic car unien is just a quarter of the huge sum ($36 bn) in- 
vested for the Daimler-Chrysler union in 1998. 

A major part of Cerberus's money will go to prop up Chrysler’s operations, 
while Daimler will pay $650 mn to cover long-term liabilities. Ron Gettelfinger, 
the boss of the United Auto Work- 
ers Union has welcomed the new 
owner. “The transaction with 
Cerberus is in the best interests of 
our UAW members, the Chrysler 
Group and Daimler,” he says. Bid- 
ders like Kerkorian’s Tracinda 
Corp., Canadian auto parts maker 
Magna International and PE 
player Blackstone were seriously 
pursuing Chrysler; but it was 
Cerberus that stole the limelight. 
Cerberus, with previous experience 
in the auto industry and with a 
stake of about 51% in GM's finane- 
ng arm, has to bring into play all its experience to liberate Chrysler from its serious 
problems. 








Alcoa Bids to Acquire Rival Alcan 


lcoa, the world's second largest aluminum producer, has made an unsolic- 

ited bid of $26.9 bn to buy Montreal-based smaller rival Alcan. If the deal 
materializes, it w:ll create a company with twice the capacity of OAO Russian 
Aluminum, which is now the world's largest aluminum producing company. Sources 
from Canada-based Alcan said that they would seriously consider the takeover bid 
by its No.1 rival Alcoa. Alcan also recommended its shareholders to defer making 
any decision on the Alcoa offer until the Canadian company's board has had an 
opportunity to review the bid and make a concrete decision on the deal offer. The 
company is very committed to create and deliver value for its shareholders. “This 
transaction makes a lot of sense because it would put them on a larger scale to 
compete in the global market," commented Kirk Schmitt, who holds a stake of $1.1 
bn at Victory Capital Management in Cleveland, Ohio. 

Alcoa had been the largest aluminum producer in the world until March, when 
Russia's Rusal completed a merger with OAO Sual Group and the alumina assets 
of Swiss trader Glencore International to become the world's largest aluminum 
producing company. But Alcoa, which is still the biggest aluminum company by 
sales, said on Monday that a combination with Alcan would create a company with 
7.8 million tons of production capacity and $54 bn in sales, thereby enabling it to 
retrieve its position of number one aluminum producing company in the world. 
Alcoa also plans to resolve antitrust concerns by selling some assets, maintain 
dual headquarters in New York and Montreal, and probably complete the deal by 
the end of the year. 
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SABIC to Bag GE's 
Plastic Business 


pass. it seems that time is draw. 
ing near for General Electric to part 
with its plastics division, which was one 
ofthe main engines driving the growth o! 
the engineering plastics market only a 
few decades ago. Saudi Basic Industries 
Corp. (SABIC), the world's biggest plastic 
unit, with 70% owned by the Saudi gov- 
ernment, seems to be the strongest match 
amongst its many suitors. The deal worth 
around $11 bn, if finalized, will be the big- 
gest ever by any Gulf country. 

GE Plastics is a global supplier ol 
plastic resins used in automotive, 
healthcare, consumer electronics, trans- 
portation, construction, telecom and op- 
tical media applications. GE placed the 
Plastics unit on the block in January, af- 
ter profit at the unit for 2006 fell 22% to 
$674 mn because of the rising price of 
raw material benzene. The lagging finan- 
cial performance has forced GE to take 
this decision, as a strategic step to divest 
commodity business and focus on high- 
growth industries. But the company has 
strongly resisted possible buy-outs by 
private equity groups and has engaged 
Goldman Sachs to manage the bid. It 
wants to control the auction and foster 
competition between bidders. 

This, in fact, has fostered immense 
competition among the competitors vy- 
ing for GE's plastic division. However, 
SABIC, the biggest chemical company 
by market value, is thought to be the 
best suitor for GE's plastic business. 
Among the others: Dutch petrochemi- 
cals maker Basell and Apollo—a rival 
US buy-out firm which last year ac- 
quired GE's $3.8 bn. 

"They were thinking $10 bn optimis- 
tically", said Mike McGarr, Portfolio 
Manager at Becker Capital Manage- 
ment, a Portland, Oregon, firm with $2.5 
bn under management, which owns GE 
shares. "We're happy to see them come in 
with another $1 bn. We'll see what they 
do with it." 


Reference 4 01M-2007-06-01-10 
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Reverse Mortgage 


Towards Social Security 


e s. 
xm 


It's a new avenue for the cash poor but asset rich senior citizens to monetize 
their equity in residential property to meet their increased living expenses. 


=> 





- Jaishankar Padmanabhan Raja 


Nationa! Housing Bank, Regional Manager, Natonal Housing Bank 


n India, reverse mortgage pro- 

grams have not yet been launched. 

Reverse mortgage assumes impor- 
tance because in the absence of any 
other product for senior citizens to ob- 
tain loans, reverse mortgage is one such 
option where they can avail some kind 
of partial social security in terms of 
mortgaging their house property and 
obtaining the reverse mortgage loan. 
The reverse mortgage loan is mainly 
meant for the cash poor and asset rich 
senior citizens. 

In India, the National Housing 
Bank (NHB) has formulated the basic 
features of the product and is in the pro- 
cess of encouraging all the banks and 
housing finance cempanies to offer the 
product. The Scheduled Commercial 
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Banks (SCBs) and Housing Finance 
Companies (HFCs) would be the main 
agencies that are expected to imple- 
ment the product and effer the same to 
the eligible retail individual senior citi- 
zens. These institutions are also in the 
stage of adopting the features of the 
product in their respective credit poli- 
cies. So far, in India, the product has not 
yet been launched formally by any insti- 
tution. So, at present, there are no agen- 
cies offering reverse mortgage. 


Issues behind reverse mortgage 

Reverse mortgage is not a conventional 
loan product. It is a loan product where 
the senior citizen mortgages his/her own 
residential property to a primary lending 
institution such as an SCB or an HFC, 


and gets entitled for the payment of a 
loan either for a fixed period, or on a lump 
sum basis, or by a line of credit, or a com- 
bination of all. This is dependent on three 
major parameters viz. age of the bor- 
rower, value ofthe property, and the inter- 
est rates prevailing in the economy. The 
interplay of all these factors determines 
the quantum of reverse mortgage loan 
and eligibility for the loan. With increase 
in the age of the borrower or the value of 
the property, the senior citizen will be en- 
titled for a higher loan. For a relatively 
younger senior citizen, or with the fall in 
value of the property, it will be vice versa. 
In the Indian context, an element of re- 
valuation of the residential property has 
been introduced, which is not quite com- 
mon in the West or anywhere else. This 
will ensure that the interests of both the 
borrower and the lender are protected sig- 
nificantly. 

In terms of generics of the product, the 
product in the US is a niche product. In 
India, it is likely that the product will 
serve the niche market comprising house 
owning senior citizens. In the absence of 
base level real estate data, it is difficult 
to draw econometric models in India to 
determine the future impact or projec- 
tions on the trends of reverse mortgage 
loans. Considering that interest rate 
movements and real estate values in the 
economy will have a direct impact on the 
loan, the reverse mortgage borrower will 
have to make a careful selection of the 
product based on the value ofthe property 
as well as a possible assumption of fu- 
ture prices of the real estate and future 
directions of interest rates. In the case of 
fixed interest rates, the borrower will be 
certain about the interest accumulations, 
and the risk due to uncertainty of interest 
rate fluctuations would be less. In the 
case of floating interest rates, it will be a 
deadly combination of uncertain real es- 
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tate price fluctuations and uncertain in- 
terest rate fluctuations. Further, in the 
Indian context, insurance products for 
covering property price fluctuation risks 
are absent. In view of these high com- 
plexities, it is essential for senior citizens 
to make a careful evaluation of the re- 
verse mortgage loan. 


Implications 

In India, the social security benefits are 
generally not available, except for a few 
measures such as pensions, medical in- 
surance, etc. Since reverse mortgage is 
entirely a commercial proposition, it is 
not likely to affect any other government 
benefit already being availed by a poten- 
tial reverse mortgage loan borrower. 

Regulatory, legal and tax issues are 
very critical for the success of a reverse 
mortgage loan. There are certain issues 
for the reverse mortgage lenders in In- 
dia which have to be carefully ad- 
dressed. NHB is already taking up 
these issues with the authorities con- 
cerned for the successful implementa- 
tion of the product. 

One crucial legal issue to be ad- 
dressed is that the house which is mort- 
gaged is to be eventually brought to sale 
in case the senior citizen and his/her 
spouse passes away or moves perma- 
nently out of the house. It is opined that 
in the case of self-acquired house prop- 
erties, the process of enforcement and 
sale would not pose complications. 

Apart from this, taxation is also a 
critical aspect, which means that the 
cash payments to the reverse mortgage 
borrower must be exempted from taxes. 
If a person purchases annuity from an 
insurance company with the proceeds 
from the reverse mortgage loan, the an- 
nuity would be subjected to taxation. 
Further, if he/she does not purchase an 
annuity and directly takes the loan, 
then the loan cannot duly fulfill the 
person's perpetual needs throughout 
his/her lifetime. It can only serve for a 
part of a lifetime. Apart from this, there 
are other tax issues which a reverse 
mortgage lender has to consider very 
carefully. These issues would have to be 
addressed on a holistic basis by the 
regulatory authorities and government. 
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Risks associated with reverse 
mortgage 
For a lender, the main risk is longevity. 
The longer a person lives, the more diffi- 
cult it will be for the financial institution 
as it will have to source long-term funds 
to match its assets. At the same time, 
the property price fluctuation risk will be 
another major risk —if the property 
value drops to such an extent that it be- 
comes less than what they have ex- 
tended as a reverse mortgage loan, the 
lenders will have to risk facing a loss. 
Interest rate risk is a major risk. In addi- 
tion to this, there is legal risk i.e., the risk 
of not being able to bring the property to 
sale. These are some of the risks associ- 
ated with reverse mortgage lender. 

The solutions for primary lending in- 
stitutions to address these risks lie in 


| 


strategically devising the product with 
appropriate limits for financing reverse 
mortgage loans and incorporating pru- 
dent appraisal, monitoring and recovery 
mechanisms. 


for the product. 


Is it suitable for India? 

This is more of an emerging social issue. 
While opinions may vary on this issue 
based on culture, traditions and socio- 
economic issues pertaining to different 
regions ofthe country, in relatively highly 
urbanized centers like Mumbai, Delhi, 
and Hyderabad, senior citizens may pre- 
fer to monetize the equity in their prop- 
erty during their lifetime rather than 
passing it on to their heirs. This is be- 
cause, in many households, the children 
may have moved out to different places/ 
countries for their livelihood and may not 
be interested in returning. Besides, there 
are many senior citizens without chil- 
dren or who live alone. Further, with in- 
creased inflationary trends reverse 
mortgage loan will serve as a monetary 
buffer for meeting increased expenses. 


Considering the population of India, even a small 
proportion of house owning senior citizens are 
expected to be a potentially huge niche market 


Reverse Mortgage 


Thus, in India, where the population is in 
billions, this product would go a long way 
in attracting such segments of the society. 


The market potential 
It is considered that there is a huge mar- 
ket for reverse mortgage. There are differ- 
ent pockets where such requirements are 
felt very strongly in India. Looking at the 
US’ or any other country's statistics may 
not be entirely appropriate because of the 
different composition of population of the 
US as compared to that of India. Firstly, 
the US population is composed of mostly 
people over the age of 50. Secondly, most 
of the senior citizens in the US own a 
house or a mortgage. 

As there are defined social security 
benefits for the US citizens, the propor- 
tion of reverse mortgage loans in the US is 





relatively very less compared to the over- 
all population. Reverse mortgage is grow- 
ing in popularity in the US mainly due to 
the support provided by the government 
for encouraging these loans. The US gov- 
ernment not only guarantees the liabili- 
ties for the primary lending institutions 
to the senior citizens — thus assuming the 
longevity and property price fluctuation 
risks—but has also enabled a secondary 
reverse mortgage market, whereby the 
primary lenders can securitize the reverse 
mortgage loans once they are originated. 

Considering the population of India, 
even a small proportion of house owning 
senior citizens are expected to be a poten- 
tially huge niche market for the product. 
Further, this would open an avenue for 
the cash poor but asset rich senior citi- 
zens to monetize their equity in residen- 
tial property to meet their increased liv- 
ing expenses. On the whole, there is a 
good potential for reverse mortgage 
loans in India.m 
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B BUSINESS ENVIRONMENT 


Rupee's Rise 


A Mixed Vice! 


Though the present spate of rupee appreciation is hurting exports and 
thereby adversely impacting growth and employment prospects, it is not an 


unmixed vice. 





ver since the introduction of 

economic reforms in 1991. the 

rupee-dollar graphs have been 
monotonously one-way, with the 
Indian rupee value declining against 
the greenback. However, in the past few 
years, the trend has reversed as the ru- 
pee has witnessed a steroidal increase, 
which saw it touching a nine-year high 
of 41.58 per dollar on April 24, this year 
(it had touched a high of 41.55 in 1998), 
which also made it the top performing 
Asian currency this year so far, fetching 
a return of about 7% against 3.6% by 
the second best performing currency, 
Thai baht. 

The rupee which, in fact, has gained 
by 9% ir the last nine months, may be 
tipping some more scale vis-à-vis the 
dollar if economists are to be believed. 
While this has importers celebrating, 
exporters are finding themselves at the 
receiving end. And if the rupee contin- 
ues to strengthen, export-dependent 
sectors, such as textiles, IT, big phar- 
maceutical players, commodities, met- 
als, hote.s and transportation are likely 
to be hit badly; so far big IT firms have 
shown resilience, thanks to their part 
hedging of their dollar exposure. How- 
ever, on the other hand, telecom, media, 
construc-ion and engineering would be 
among the biggest gainers due to lower 
import costs. 


Adverse impact 

The impact of an appreciating rupee on 
software companies is wel! antici- 
pated. Nearly two-thirds of the IT rev- 
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enue coming to the country are dollar- 
denominated. And this has put tre- 
mendous strains on the revenues and 
margins of IT exporters. The trend has 
been more prominent in the fourth 
quarter results of the most big and 
small IT companies. For instance, 
Infosys, India's second largest soft- 
ware exporter: a strong rupee has 
dragged down its Q4 operating mar- 
gins by 100 basis points. However, 
some deft balancing act helped the 
Bangalore-headquartered company 
somewhat neutralize the effect of a 
strong rupee and wage inflation. Wipro 
Technologies, the third largest soft- 
ware exporter, however, managed to 
lower the impact on its operating mar- 
gins, which fell by a mere 0.3% to 
24.39» for the year 2006-07 compared 
to 24.6% in 2005-06. It was also helped 
by improved realization as a result of 
better billing rates, expansion in BPO 
margins and increased utilization of 
resources. Satyam, which recorded 
43% increase in net profit at 
Rs. 1,404.73 cr, is also uncharacteristi- 
cally conservative about FY08 revenue 
and EPS guidance due to persistently 
rising rupee. If the present spate of ru- 
pee appreciation continues, it is likely 
to erode 200 basis points from 
Satyam’s operating margins. Operat- 
ing margins of other IT players like 
TCS and Mastek toc have been af- 
fected. 

Sectors like textiles and garments 
and commodities wh:ch compete di- 
rectly with exports from China, Paki- 


stan, Bangladesh and Indonesia are 
likely to suffer. While the rupee ap- 
preciated by around 8% between 
March 6, 2007 and April 26, 2007, the 
Chinese yuan gained a mere 0.08% 
during the same period, and the Indo- 
nesian rupiah appreciated by 1.63%. 
The Bangladeshi taka appreciated by 
0.49% while during the same period 
the Pakistan rupee more or less re- 
mained stable. Textiles and gar- 
ments, which are known to operate at 
a profit margin of less than 10%, can- 
not increase the export price as it 
would nullify its export competitive- 
ness. 

Apart from textiles and IT, the 
sectors which generate a large chunk 
of their sales from abroad are phar- 
maceuticals and hotels. The pharma- 
ceutical sector which accounted for an 
export revenue worth more than Rs. 
21,000 cr during 2006-07, carried out 
over four-fifths of its export transac- 
tions in dollar. “Other than European 
Union everywhere else, the business 
is carried out in dollar. The continuing 
appreciation of rupee against the dol- 
lar and an ever-increasing interest 
cost within India will hit us hard," 
commented DB Mody, Chairman, 
Pharmaceutical Export Promotion 
Council (Pharmexcil). The smaller 
pharma companies unlike their big- 
ger brethren, which are not in a posi- 
tion to enjoy the import gains, are 
likely to be hit worst. 

Mining and metals companies 
are also likely to be hit hard as the 
gains to these companies accruing 
out of higher global commodity prices 
are likely to be offset by a weakening 
dollar. Almost 40% of the total rev- 
enues of National Aluminum 
(NALCO) and Sesa Goa are derived 
from exports. 
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On a Roll 
Rupees vs. Dollar 


A mixed blessing 

Rupee appreciation is not an unmixed 
vice. Potential gainers of a strong ru- 
pee could be the industries which re- 
quire huge capital expenditure. 
Telecom players such as Bharti 
Airtel's and Idea's capex run into bil- 
lions of dollars. Hence, rupee apprecia- 
tion will definitely benefit them. Even 
some textile companies, such as 
Gokaldas Exports, import half of their 
raw material requirements. And for 
gems and jewelry companies, the pro- 
portion of raw material imports can be 
as high as four-fifth of the total raw 
material requirements. Big industry 
houses such as Reliance Communica- 
tions, Bharat Forge, Sun Pharma and 
Ranbaxy are likely to benefit from a 
strengthening rupee as they have huge 
exposure to foreign currency borrow- 
ings and have been the large issuers of 
Foreign Currency Convertible Bonds 
(FCCBs). 

In the case of automotive industry, 
the biggest gainers are expected to be 
Hero Honda, Maruti, Tata Motors and 
Ashok Leyland, as the price of im- 
ported raw materials will cost less. 
According to a recent report released 
by DSP Merrill Lynch (DSPML), bor- 
rowers whose repayment is due will 
gain as they have to pay less to buy dol- 
lars either for making repayment or 
towards interest payment. 

Engineering and aviation compa- 
nies will also stand to benefit. The 
DSPML report stated that while com- 
panies like Jet Airways may lose on 
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revenues, there will be more savings on 
fuel, lease rentals, interest and depre- 
ciation. Also, the management of 
Deccan Aviation announced that rising 
rupee would have a favorable impact 
on lease side. Most importantly, oil 
majors in India will be the prime ben- 
eficiaries of a strong rupee. Oil imports 
constitute about 30% of India's total 
imports and most of the imported oil is 
consumed domestically. So, 
unsurpris-ingly, oil companies will 
benefit from a declining dollar. For oil 
marketing PSUs— Bharat Petroleum, 
Hindustan Petroleum and Indian 
Oil — which import crude oil and pro- 
cess them to make petrol, diesel, LPG, 
etc., which is almost entirely con- 
sumed domestically, rupee apprecia- 
tion is indeed welcome. If the prices of 
these fuels remain stable in the do- 
mestic market, these companies defi- 
nitely stand to gain. According to 
Crisil Research, a rise of 1% in the 
value of rupee would translate into a 
Re. 0.2/liter impact on the retail 
prices of petrol and diesel. 


Fundamental debate 

A section of economists, however, feel 
that a rising rupee will hurt exports 
and thereby adversely affect growth 
and employment prospects. On the 
contrary, others opine that the RBI 
would be better off by not keeping the 
value of rupee down, as a rising rupee 
is unavoidable and desirable as well. 
Though in the present case, rupee 
value has appreciated from Rs. 49 to 


Rupee's Rise 


the dollar in 2002 to Rs. 41 today, i.e., 
an appreciation of almost 16%, practi- 
cally in nominal terms, the value of 
dollar has declined against most other 
Asian currencies than against the ru- 
pee. The Thai baht, which declined to 
just 55 baht to the dollar during the 
Asian Financial Crisis, has gained ap- 
preciably and is now trading at 34 baht 
a dollar. Again, during the same pe- 
riod, the Indonesian rupiah doubled in 
value from 18,000 rupiah to the dollar 
to 9,000 rupiah. Even the value of the 
Korean won has almost doubled. So 
despite strengthening against the US 
dollar, the rupee has weakened 
against the currencies of many export 
rivals. However, the horrifying fact is 
that the Chinese currency yuan has ap- 
preciated by only 7% against the US 
dollar in the last two years which is in- 
deed hurting India's export competi- 
tiveness. Again added to it is the 
scourge of slowdown in the US economy 
and its adverse consequence on IT and 
outsourcing firms. Moreover, the per- 
sistent wage inflation, with salaries 
rising as much as 20% to 25% a year, is 
throwing a challenge to Indian tech 
firms. 

The rupee has been able to rise so 
far because foreign investments are 
pouring into India. Since January, FIIs 
have injected $2.5 bn into Indian capi- 
tal markets. The RBI has stayed away 
from the market and has not inter- 
vened to rein in the value of rupee by 
sucking out foreign inflows. The RBI, 
at the same time, has been busy tam- 
ing inflation by increasing the rate of 
interest five times in the past one year. 
It has also hiked the CRR and repo 
rates to contain inflation. But econo- 
mists anticipate that the RBI can't let 
the rupee to appreciate inordinately. 
Once the inflationary pressures dissi- 
pate, the RBI is expected to intervene 
in the market. With the RBI being the 
apex monetary authority, it cannot let 
foreign capital inflows and remit- 
tances to belittle its domestic mon- 
etary policy agenda.m 


- Amit Singh Sisodiya and Sanjoy De 
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Indian SMEs 


IT's Big Chase 





The burgeoning Small & Medium Enterprises (SMEs) segment in the 
country finds a host of IT firms—including global biggies such as Microsoft, 
IBM, Cisco, and Oracle—hot on its trail. 





2007 will be marked by an aggressive 
jocus from ail major vendors to broaden and 
deepen their coverage of the SMB sector in the 
Asia-Pacific (excluding Japan) region. 

— One of the 10 key IDC predictions 
that will shape the ICT industry in 
APEJ in 2007. 


ig IT firms craving for growth 

are fast turning to SMEs, glo- 

bally. Little wonder then that 
the focus is now increasingly on the Asia- 
Pacific region (excluding Japan), thanks 
to tae burgeoning number and growth po- 
tential of SMEs there. For instance, ac- 
cording to a forecast by the research firm, 
IDC, domestic IT spending in India is 
expected to reach Rs. 75,891 cr in 2007, 
followed by a major wave of IT invest- 
ments across different sectors. Of this. 
SMEs would account for a major chunk, 
expecting to spend over US$161 mn on 
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advancing their IT infrastructure this 
year up by a whopping 41% over the last 
year. “This year will mark the beginning 
for an aggressive focus from all major 
vendors to broaden and deepen their 
coverage of the SMB sector. Per unit 
spend by these could be lower, but tak- 
ing into account the huge numbers of 
SMBs going in for automation, it pro- 
vides for a huge market,” said Kapil 
Dev, IDC Country Manager. In addition 
to creating opportunities for IT biggies, 
SMBs form an important segment of 
India’s industrial economy, accounting 
for about 95% of the total industrial 
units, and generate employment to a 
workforce of about 21 million people. 


IT security — The driver 

Driving the SME (with less than 1,000 
employees) investments are the concern 
and growing awareness about IT secu- 


rity. According to experts, 33% of Small 
Businesses (SBs) and 42% of Medium 
Businesses (MBs) require information 
security, as they face ever-increasing se- 
curity threats. Protection of confidential 
corporate information, preventing illicit 
access, and shielding the network 
against attacks remain the primary con- 
cerns of all enterprises. The growing in- 
stances of increasingly complicated at- 
tacks make network security very chal- 
lenging. A comprehensive security solu- 
tion, such as firewall, deep packet in- 
spection, anti-virus, and secure remote 
access, would protect the information 
and IT resources well. Another key con- 
cern for SMBs is the lack of in-house IT 
security expertise that makes it more 
difficult for them to implement a thor- 
ough security solution despite having 
the right security appliances and tools. 
According to the research firm, AMI- 
Partners, almost 50% of India’s MBs and 
36% of SBs have experienced malware 
attacks and drive failures over the past 
12 months, emphasizing the need for bet- 
ter security protection, although the 
standalone anti-virus solution segment 
still dominates SMB spending in this 
country. However, in the days to come, se- 
cure content management will account 
for a large chunk of SMB expenditures. 
The research firm expected SMB expen- 
diture to grow more than 50% to touch 
$133 mn in 2006. One key driver, it says, 
is the increased sophistication of commu- 
nications, e.g., broadband Internet con- 
nections. While data security is a major 
issue, SMBs are also more concerned 
about price and ease of use. However, 
SMBs need products that are easy to 
adopt and maintain. Most of the enter- 
prises are looking for managed security 
services that will offer the twin benefits 
of convenience and cost-effectiveness. 
“The SMBs are looking to hedge their 
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Business Environment 
risks by trying to reduce their opera- 
tional eost as well as attempt tc secure 
their future pos:tioning via more invest- 
ments in bcosting produets and ser- 
vices," said Speneer Richardson, an Ana- 
lyst with AMI-Partners. While Indian 
SMBs are focusing on reducing the num- 
ber of different security products and 
brands they use, the accessibility of inte- 
grated security suites, which bundle 
multiple products such as anti-virus, 
anti-spam, e-mail protection, firewall 
and others in one packaged offering, is 
gaining increased attention from them. 


IT is a strategy 

SMB’s view of investing in IT as a com- 
petitive strategy nas offered IT vendors a 
huge opportunity. Earlier, the market had 
traditionally been underserved by most 
vendors as contrelling cost remained a 
priority for SMBs. Until now, low IT pen- 
etration and budget (less than 2% of the 
total turnover) characterized the 8 million 
SMEs in the country. However, row as 
they are aligning their businesses to the 
zlobal needs, they are looking for an array 
of applications. What probably has also 
added to the change in perspective on the 
part of the SMEs is the outcome of such 
spending. According to a study by AMI, 
93% of SBs and 86% of MBs showed an 
increase in revenues in 2006, a key factor 
resulting in an inerease in IT spending 
among SMBs. Besides, 15% of SMBs ex- 
perienced an overall increase of more than 
20% investment in IT infrastructure such 
as PCs and printers, accounting for a 
lion's share of IT investments in small 
businesses. 

The huge potential for the IT invest- 
ments can be gauged from the fact. that 
among the PC penetrated businesses, 
over 40% are considering to buy addi- 
tional hardware or upgrade their existing 
PCs. This strategie move by SMBs can 
mean an exceptional opportunity for IT 
vendors to tap this hitherto latent mar- 
ket. Not surprisingly, big IT firms such as 
Oracle, Microsoft, Intel, Cisco, and many 
more are making a beeline. For instance, 
Intel India has announced the launch of 
the ‘SMB Advantage Program’, aiding its 
channel partners te increase their busi- 
ness with SMBs. kt has identified 160 
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channel partners comprising of systems 
integrators, OEMs and retail partners 
from 15 cities in India and key SMB verti- 
cals such as manufacturing, animation, 
stock broking and higher education. Intel 
plans to provide unique training to its 
partner in IT requirement for these SMB 
verticals. This would help the partners to 
provide consultative and deliver custom- 
ized solutions. The chip giant is also likely 
to host special events for the business ver- 
ticals, where they could purchase a com- 
plete IT solution, for which it has tied up 
with ICICI bank to work with their part- 
ners to provide loans to SMBs in investing 
in Intel solutions. 

Besides Intel, others like Microsoft, 
HP and Cisco have also adopted different 
strategies to woo SMBs. The leading busi- 
ness application software maker, Oracle, 
already has a presence in 23 cities, and in 
the last 12 months it has expanded its 
network to cities like Coimbatore, Kochi, 
Vishakhapatnam, Indore, Nagpur, Surat, 
Guwahati, Nasik and Raipur. Similarly, 
Microsoft, which had offices only in four cit- 
ies, is now spreading to reach more custom- 
ers in over a 100 cities across India. “SMB 
space in India is a very underpenetrated 
market and we see IT spending rising here. 
In 2004, 10-15% of the total IT spend was 
by SMBs and this is set to rise up to 50- 
60% by 2008-09," said Rajeev Mittal, 
Group Director, small and mid-markets, 
Microsoft India. Echoing similar thoughts, 
Jagdish Mahapatra, Regional Manager, 
Cisco India, said, “Last year, we doubled 
our revenue from small businesses. Àn in- 
dicator of the growing market for IT prod- 
ucts and solutions among small busi- 
nesses is the 60-70% PC shipments to this 
segment." 

Industry majors are aiso joining to- 
gether to aid SMBs. One such strategic 
partnership took place recently between 
Microsoft and Bharti Airtel to offer a 
range of software and services for SMBs, 
which includes applications such as Cus- 
tomer Relationship Management (CRM) 
and Enterprise Resource Planning (ERP). 
*SMB verticals in India have huge poten- 
tial and offer an exciting opportunity for 
Bharti. We estimate total telecom spend 
in the SMB space to be around Rs. 18,000 
cr. With integrated capabilities, Bharti is 





in a unique position to be the preferred 
partner to provide telecom and network- 
ing solutions," said Rakesh Bharti 
Mittal, Bharti Enterprises. Also present 
on the occasion was Steve Ballmer, CEO, 
Microsoft who added, “Microsoft is 
thrilled to be working with Bharti to de- 
liver advanced enterprise-class features 
once reserved for corporations with exten- 
sive IT budgets." All these initiatives by 
IT majors indicate their desire to discover 
the opportunities offered by the SME seg- 
ment in the country. 


Future perfect 

However, IT vendors need to overcome cer- 
tain challenges as they gear up to tap the 
SME market. Since, most of these firms 
are spread across various regions and, 
moreover, the awareness level of IT is still 
low in many firms, vendors not only need 
to branch out to such regions but also cre- 
ate greater awareness among the target 
customers. "Though SMBs are now more 
open to considering investments in secu- 
rity solutions, their limited in-house IT 
skills and resources pose a major barrier 
in their deploying and managing a sophis- 
ticated security infrastructure. The short- 
age of qualified personne! within SMBs is 
the third factor. Added to this is the fact 
that security is dynamic— knowledge and 
software that currently seems adequate 
soon becomes obsolete," said Jalan. 

Yet, SMBs—especially those in the 
BPO sector—remain watchful about 
outsourcing their security management to 
external skilled professionals due to the 
confidential nature of their client infor- 
mation. Another major hurdle that pre- 
vents the businesses is that they intend to 
have expert knowledge at reduced costs. 
Managed security service is probably one 
of the fastest growing security investment 
areas among Indian SMBs which is con- 
venient and cost-effective. Vendors who 
can provide secure, reliable and scalable 
services would have an edge over others. 
Nevertheless, going by the growth of 
SMBs and their investments in IT, sig- 
nificant growth opportunities await IT 
vendors and their partners.as 

~ Amit Singh Sisodiya and P Kavitha 
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Infrastructure Management Services 


Tapping the Untapped 
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Of late, Indian software companies are betting big on Infrastructure 
Management Services market by actively tapping the hitherto untapped 


space. 





ndia Inc., after proving its mettle in 
the IT-related and IT-enabled ser- 
vices businesses, has been gearing 
up to capture a major chunk of the po- 
tential Infrastructure Management 
Services (IMS) pie. For years, IMS has 
been a relatively untapped market op- 
portunity for India. However, in recent 
years, industry experts are touting IMS 
as the third wave of outsourcing to hit 
the Indian shores next to software and 
Business Process Outsourcing. Of late, 
with the increasing thrust given to IMS 
by Indian software majors, it is antici- 
pated that India may emerge as the 
nerve center of the world's networks. 
According to Gartner, an IT research 
and advisory firm, the size of the global 
IMS market is estimated to be any- 
where between $86 bn and $150 bn. 
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This amounts to around 12-20% of the 
total IT services market, which is 
around $640 bn. Besides this, it is also 
estimated that 40-60% of the entire 
IMS pie may well be delivered through a 
global delivery model, which confers a 
market potential of about $55 bn for 
Remote IMS. Indian companies are, 
thus, vying for a significant pie of the 
Remote IMS market to boost their rev- 
enues. 

Over the past couple of years, IMS in 
India has been growing at a rate of 505 
Year-on-Year (YoY) for IT majors. In 
fact, its growth rate has been over 60% 
for companies such as HCL Technolo- 
gies and Wipro, which is almost double 
their total sales growth. Although IMS 
practice has become quite popular with 
big IT majors, the smaller companies 


are yet to adopt it in a big way. Given 
the increasing demand from the clients 
for such services and India's proven ca- 
pabilities in IT services arena, it is ex- 
pected that Indian companies can effec- 
tively leverage their offshore experience 
to tap the potential IMS market. Thus, 
IMS is reckoned as the growth engine 
for the Indian IT services companies in 
the years to come. 


Gamut of services 
A healthy management of IT infra- 
structure is crucial for the smooth flow 
of business operations. Even a minute 
of downtime can cause significant fi- 
nancial losses to an organization. Effec- 
tive management of IT infrastructure 
aids in significant reduction of down- 
time and enhances services levels, 
thereby maximizing the performance. 
Therefore, apart from building crucial 
IT infrastructure which supports their 
goals and objectives, companies are 
also keen on managing and maintain- 
ing it meticulously in an attempt to im- 
provise their services to the customers. 
This is where IMS comes into picture. 
IMS refers to the day-to-day man- 
agement and maintenance of compa- 
nies' IT infrastructure needs. It covers 
an entire gamut of IT infrastructure, 
including network, server, desktop, and 
database application, besides admin- 
istration and security. Comprehensive 
services that typically fall under IMS 
purview are network management, 
desktop management, application 
portfolio management, hardware main- 
tenance, troubleshooting, system ad- 
ministration, software installation, da- 
tabase management, performance 
analysis, benchmarking and testing, 
data back-up management, managed 
information security services, policy 
management, asset management, ven- 
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INTERVIEW 


IT firms in the IMS domain are rushing to ramp up their headcount in order to meet 





the surge in demand. 


IMS is considered as the third wave of outsourcing 
lo hit the indian shores, next to software and Busi- 
ness Process Outsourcing. How real is it? 

Recently, [Infrastructure Management Ser- 
vices (IMS) in the field of IT are gaining a lot 
of attention and even gaining a decided toe- 
hold in the industry. And, as with other seg- 
ments witnessing a huge business demand, 
IT firms in the IMS domain are rushing to 
ramp up their headcount in order to meet the 





Having increased their IT investment in 
infrastructure, companies are now focused 
on building up a robust, scalable and future- 
proof infrastructure framework to support 
their business growth plans. This is pre- 
cisely the reason why IM and investments 
in related technologies will hold center- 
stage for an IT manager/CTO when he is 
looking at mapping out his IT investment 
list. 


surge in demand. While they are able to re- E Some of the key drivers for the growth of 
cruit fresh talent quite easily, the problem is IM are: high investment in IT infrastructure 
with finding experienced hands. Executive Director. from sectors, such as banking, BPO and 


Global experts have predieted a burgeon- 
ing demand for IMS talent in the country. 
The overall IMS industry in India will open 
30,000-40,000 jobs in the next three years. 

Outsourcing is viewed as a strategic decision that facili- 
tates cost containment and also provides knowledge domain. 
Here are some of the vendors' and service providers' views on 
tke current and emerging outsourcing trends in the Indian 
enterprises: 

Organizations invest vast sums of money to build IT in- 
frastructure that support their business goals and objectives, 
but many fail to deploy even the most basic tools to effectively 
manage their IT resources. 

IMS is here for sure and is expected to grow multifold. 
Therefore, more and more CIOs of global corporations are 
looking out for this. 


What are the various reasons for the growing prominence of IMS in 
recent years? 

With large-scale automation, organizations are increasingly 
becoming dependent on these automated applications, and 
downtime is not accepted at any point. 


Omnitech InfoSolutions Ltd. 





telecom; statutory guidelines from govern- 
ment bodies such as the RBI; alignment of 
business systems with global trends; and 
the need for always-on, always-available IT infrastructure. 


Which are the Indian companies offering such services and how are 
they performing? 

HCL, Infosys, Patni, TCS, Satyam and Wipro are among the 
leading Indian vendors who offer infrastructure management 
services. They have been achieving their target growth num- 
bers in this space. 


What are the key drivers that facilitate effective IMS delivery? 
Infrastructure 

Organizations, which aim to become truly global, need an infra- 
structure that will allow virtual management and smooth in- 
formation sharing. Network Operations Center (NOC) and 
Security Operations Center (SOC) are essential infrastructure 
components for effective IMS delivery. A well-integrated infra- 
structure, for example, allows an organization to securely store 
and move data at one’s will. Storage devices can be operated as 
nodes in a global network in sites chosen for their economic 


der management, configuration and 
maintenance, etc. 

IDC, a reputed market research firm, 
predicts that more than 85% of infra- 
structure components can be managed 
from remote locations which could reduce 
tke cost of operations and infrastructure 
management by 40-60%. Besides this, 
IMS offers a plethora of other benefits for 
companies. [= reduces duplication of ef- 
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forts, ensures adherence to standards, 
and enables the flow of information 
throughout the information system. 
Above all, it offers unparalleled business 
prospects for solution providers. 

Sanjay Motwani, country manager 
of Raritan India says, “Infrastructure 
management outsourcing services is an 
area that has received a lot of attention. 
Popularly called 'the third wave of 


outsourcing by industry pundits, the 
market for global infrastructure man- 
agement services is estimated to be 
anywhere between $ 80 and $140 bil- 
lion and is growing at a rapid pace.” He 
further adds “With all segments in the 
country seeing tremendous business 
demand, there exists a huge opportu- 
nity for infrastructure management 
services and products. Recent times 
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benefit, security or promise of redundancy. Data can be tiered, 
with older and less frequently accessed data stored and man- 
aged differently than newer data that is part of the ongoing 
business process. Well-organized infrastructure also offers glo- 
bal quality assurance while negotiating large deals. 
Processes | 

The ITIL (IT Infrastructure Library) framework has become 
the de facto standard in IT services management. Hence, it is 
essential that the Indian service delivery partners master the 
art of implementing ITIL process-based service delivery. This 
will also offer the uniform platform for international custom- 
ers to evaluate the competition in India. Getting certified for IT 
service management standard ISO 20000 could become a 
business essential for future success. 

People 

IMS service delivery is highly people-centric, though major ac- 
tivities are either made process-driven or automated through 
tools. In such circumstances, skilled manpower with knowl- 
edge of managing the changing processes can be a key winner. 
Strong project management and customer relationship man- 
agement skills can be key differentiators for any IMS vendor. 
However, intrinsic knowledge of ITIL best practices in delivery 
and sales team is also a must. 

Tools 

Selecting tools in IMS service delivery is another important 
aspect of the IMS business. The selection is based on the cost 
and the flexibility of operations. A lot of tools are being used in 
the industry, right from ITIL-based CA Unicenter, IBM Tivoli, 
and HP Openview to open source tools. Depending on the type 
of the market segment serviced by the vendor, different tools 
are used. Many of the times, the tool selection is done by the 
customers based on their internal IT strategy and norms. 


Scalability 

Scalability decides the factors for most of the growing custom- 
ers as they start IT outsourcing with limited scope and start 
growing as they find more confidence in the vendor. Scalability 
is seen not only from the infrastructure point of view but also 
from the technology and service offering perspective. 


What are the challenges confronting Indian IT companies in delivering 
these services effectively? 

Infrastructure Management Services are currently delivered 
only by a handful of organizations, and most of the time, the 


have seen many new entrants while ex- 
isting players have expanded their port- 
folio of products and services" 


The three pillars 

The successful IMS delivery predomi- 
nantly relies on three fundamental pil- 
lars: People, Process and Product. 
These 3Ps are the key drivers which 
form an integral part of effective service 
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delivery. Industry experts opine that 
successful IMS delivery will also de- 
pend on a company's ability to attract, 
develop and retain the best technical 
and managerial talent by putting in 
place stringent quality processes and 
product innovations. 

Similar to onsite and offshore ser- 
vices in the software services space, 
IMS follows three approaches—onsite 


customers are based out of India's geography. The challenges 

for the RIM are as follows: 

» Security — Customers are apprehensive about offering to- 
tal control of their operations to external organizations be- 
cause of security issues. Since there are no world standards 
set for RIM, even the vendors are not able to establish their 
credentials for the security of the data. However, many 
NOC components comply with the security standard ISO 
27000 (earlier BS7799) to offer customer comfort. 

» Tools — Established tools are costlier to deliver cost-effec- 
tive tools. Hence, most of the time, service providers de- 
ploy freeware. 

» Growing demand for experience and skilled resources. 

» Indian Customer mindset - In India, the cost of man- 
power is still mediocre and hence affordable. Customers 
are still comfortable having a humanitarian touch to their 
user services. 


Additional comments. 

Emerging Trends in IMS 

The IMS outsourcing industry will see emerging trends such 

as: 

» Autonomic computing that will help clients optimize/re- 
duce the infrastructure costs; 

» On-demand or adaptive infrastructure, which is a concept 
of ‘pay as you use’; and 

» Features that will support confluence of all business ap- 
plications such as enterprise systems, document manage- 
ment, and workflow. 

Enterprises are looking at a single platform solution that 
is comprehensive and reliable. 

Though the services model is being adopted, it will take time 
to put down roots. The IM space will continue to be dominated by 
tools. Therefore the industry, especially SMBs, may not opt for a 
service model. However, cluster-based solutions may embrace 
service blueprints. Microsoft, IBM, Oracle, Sun and HP are the 
prominent tool players, and several Indian ISVs are key partners 
in implementation. Some of the benefits of IT service manage- 
ment include—performance for end-to-end process measurement 
and quantification; greater value of existing investments ensur- 
ing tighter integration across technology, information and people; 
and an increase in IT organizational productivity focused on the 
alignment of IT silos through data and workflow integration. 


facilities management, offshore man- 
agement and a hybrid approach consist- 
ing of 20% onsite and 80% offshore. 
These approaches enable customers to 
choose the model which best suits their 
requirements. 

The same strategy, which was suc- 
cessful in software services market, has 
been followed in the IMS space. To start 
with, Indian companies embarked on 
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onsite projects and gradually moved the 
work to offshore after proving their com- 
petencies. GK Prasanna, Senior Vice- 
President, Technology Infrastructure 
Services. Wipro Technologies, savs: *As 
a business, IMS is more onsite. Once 
the business matures, the offshore com- 
ponent will increase." 


India's opportunity 

Though IMS has been prevailing for 
many years, the market then was 
mostly dominated by global giants such 
as IBM, EDS, and CSC. In the past 
couple of vears, there has been an in- 
creasing cemand for IMS which ignited 
more number of companies to offshore 
work to Asian countries such as India. 
Although infrastructure outsourcing has 
been the playground of large companies 
earlier, of late, many of the small and 
medium companies have also joined the 
game and boosted its demand. 

Besides this, falling telecom costs and 
Web-based tools have also spurred the 
activity in IMS space. Advancement in 
telecommunications and the Internet has 
made India an attractive destination for 
infrastructure outsourcing. Ram C 
Mohan, Vice-President and Head of Infra- 
structure Management & Technical Sup- 
port Services, Mindtree Consulting, 
avers: “Earlier, there was a reluctance to 
outsource infrastructure management. 


Enterprises preferred nearshore opera- 
tions because the costs of telecom pipes 
were high. Security was also a big concern; 
but now, resources can be managed re- 
motely without having to download any 
data because of Web-based platforms.” 
Huge demand from American and 
European countries provides a big op- 
portunity for Indian firms in this space. 
Hence, many of the Indian majors, such 


Effective management of IT infrastructure aids in 
significant reduction of downtime, enhances ser- 
vices levels and thereby maximizes the productivity. 


as Wipro, Infosys, HCL and TCS, are 
successful in offering these services by 
leveraging on their offshore experience. 
Several second-rung companies, such as 
Slashsupport and Microland, have also 
joined the fray. 

To meet the growing demand, com- 
panies offering such services in India 
are aggressively ramping up their 
teams. For instance, Wipro, with over 
8,000 human capital working in this 
area, is in the process of further increas- 
ing its headcount. HCL with over 4,000 
headcount is growing its employee num- 
ber by 100% YOY. Besides this, other 


Typical Set-up for Providing Infrastructure Management Services 


du 


Client Premises (US) 
MC! Data Center 


Vendor Locations (India) 


Services Offered from the NOC 


Ad inistration 


Source: Industry cata Gartner, Deutsche Bank AG Estimates 
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Performance Optimization 


Applications 


An IMS vendor in India can connect to the network of an overseas customer 
to manage network security and firewall functioning. The vendor can also 
remotely control and fix problems on the customer's desktops 





players, such as Infosys, IBM, 
Slashsupport and Microland, are also 
aggressively growing and nurturing 
their teams. 


Few hitches 

Although there are opportunities galore 
in the IMS market for Indian compa- 
nies, they are not devoid of any glitches. 
To start with, solution providers need to 


i 


put in significant initial investment, 
besides employing skilled resources. 
Employing fresh talent is not a big task. 
However, finding experienced talent 
seems to be a daunting challenge for 
most companies. 

Despite companies offering in-house 
training to harness the skills of the 
available talent, retaining skilled em- 
ployees is also posing a big challenge for 
them. P Ramesh, Director, Precision 
Techserve, puts it in the right way: *Op- 
portunities in IMS are humongous but 
the challenge is in managing the human 
resource. Getting the right skills, train- 
ing and retaining them are real tasks. 
The ever-increasing complexity of the IT 
infrastructure and the shortage of quali- 
fied and experienced skills pose a great 
challenge for the service providers." 

Nevertheless, with the growing com- 
plexities of managing networks, more 
and more organizations across the world 
are realizing the need to outsource their 
IT infrastructure to a trusted vendor. 
Similarly, more and more solution pro- 
viders are also entering the fray to grab 
the opportunity. Therefore, Indian com- 
panies, besides offering cost benefits, 
should concentrate on better quality and 
service delivery on a continuous basis to 
carve a niche for themselves in this com- 
petitive landscape. s 





- Y Bala Bharathi 
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We have exceeded the targets that we 

set for 2006-07 and we are moving to- 
wards larger goals. 

~ Kamal Nath 

Union Minister 

of Commerce and Industry 


or long, critics railed at India's 

abysmal share in global trade, 

which at best stood at 0.7%. 
However, things are now beginning to 
change for the better as the first data 
released by the Ministry of Commerce 
and Industry suggests that the 
country's share in world trade has now 
crossed the 1% mark. As a result, in 
terms of percentage change in exports, 
India now stands in second position, 
next only to China. Going by India's 
growth rate in global trade, 1% share is 
a good one given the fact that this 
growth has taken place in the last few 
years. And there is more good news in 
store on the export front. The Commerce 
and Industry Minister has recently un- 
veiled the annual supplement of Na- 
tional Foreign Trade Policy that focuses 
on making exports the engine of growth 
and driver of employment generation. 
This marks a kind of refreshing change 
in the approach of the past when ex- 
ports were treated just as a means of 
generating dollars for sustaining the 
imports in the country. 

À slew of factors can be attributed to 
India's sterling performance. Enhanced 
export competitiveness and diversified 
export items, such as value-added pe- 
troleum products, engineering goods, 
automobiles, and components have 
helped increase exports. Petroleum and 
crude products have recorded a rela- 
tively higher growth this year. Automo- 
bile components exports have remained 
robust, and India is all set to become an 
international hub for automobile and 
component making. Exports of major 
agro products, which have recorded an 
increase are: cotton, oil meals, spices, 
non-basmati rice and tea. Among the 
agro products, the performance of fruits, 
vegetables, and processed food has been 
noteworthy. 
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Buoyed by the splendid export per- 
formance of India Inc., the Union Minis- 
ter for Commerce and Industry com- 
mented, "Our exports have become glo- 
bally competitive and have found many 
new markets," and set an ambitious 
export target of $160 bn in 2007-08, and 
$200 bn in 2008-09. Destination-wise, 
the US was the top contributor to 
India's total exports followed by UAE, 
China, Singapore, the UK and Hong 
Kong. The US is the largest trading 
partner of India albeit with a declining 
share. The share of India's exports to 
Singapore has jumped after the signing 
of the Comprehensive Economic Coop- 
eration Agreement (CECA). Other ma- 
jor drivers of India's current export 
growth to the UAE are POL (Petroleum 
and Oil) products. 


Facilitating a big leap 

A countrywide survey conducted re- 
cently by the FICCI on exports, has re- 
vealed that the government should 
stick to a particular policy, when it in- 
tends to give a fillip to the exporting 
community. As it has been historically 
proved that the freshly introduced 
schemes do not stay for long, the export- 
ing community is urging the govern- 
ment to stick to a policy for quite some 
time so that the exporters can garner 
the desired yields. They have demanded 
that the government hold the imposi- 
tion of the un-rebated Fringe Benefit 
Tax (FBT) list and the Central Sales 
Tax (CST). 

The exporters have also requested 
the government to factor in the extra 
costs such as the octroi and the rising 
excise rates, since they make the goods 
uncompetitive in the international 
market. Another crucial parameter for 
strong exports is infrastructure build- 
up. Only, a strong backend infrastruc- 
ture would empower all the segments of 
exporters to compete efficiently in the 
international market. So, it is high time 
India strove for infrastructure-based 
export growth rather than incentives- 
based export growth. 

The Government of India is also 
playing its part by patronizing export 
growth. It has directed the RBI to en- 


sure that cheap credit is made avail- 
able to small and medium exporters. 
Accordingly, commercial banks have 
been lending 15% of their total credit to 
export-oriented undertakings. And the 
promotion of the small and medium en- 
terprises is a sine qua non as these en- 
terprises constitute a majority of ex- 
porters in India and provide huge em- 
ployment opportunities in a labor-sur- 
plus economy like India. Besides, stress 
should also be laid on strengthening the 
underperforming agro processing zones, 
which have immense export potential. 
The Associated Chambers of Com- 
merce and Industry of India 
(Assocham) says almost 54 of 60 
projects notified under the Agricultural 
Export Zone (AEZ) scheme have failed 
to deliver the desired levels of invest- 
ments and exports, resulting in a 50% 
shortfall in targets. Because of the poor 
performance of 54 AEZs in the past six 
years, exports from the 60 projects have 
been Rs.53.16 bn ($1.25 bn) against a 
target of Rs.118.21 bn. This is one area 
which requires immediate attention. 
And on the flip side, import duty on cer- 
tain raw materials is very high. Export- 
ers, who import raw materials to manu- 
facture their finished products, are re- 
questing the government to lower the 
duty on the import of raw materials. 
This is the right time to optimally 
utilize our foreign exchange reserves 
which are estimated at $195 bn to de- 
velop our export markets. India can 
take its cue from China, which has effi- 
ciently utilized its forex reserves to its 
advantage and has become a global 
power only next to the US and Japan. 
Alongside, a calculated governmental 
strategy to provide tax incentives to 
boost exports to the important and po- 
tentially most viable sectors can also do 
the trick. Moreover, as India is emerg- 
ing as a sought after destination for in- 
vestors across the world, ensuring a fair 
and judicious dispersal of FDI inflows 
across the rural and urban areas of the 
country can also positively impact the 
Indian exports. T S Vishwanath, Head- 
International Trade Policy, Confedera- 
tion of Indian Industry suggests "The 
greatest drawback in country's export 
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INTERVIEW 


Trade policy, though important, can do little to boost exports if other areas are not 


addressed. 


How effective is the Annual Supplement to the For- 
eign Trade Policy in increasing India's exports to 
make the country globally competitive? 

Nitya Nanda: The trade policy that is in ef- 
fect now was adopted three years back. What 
was announced just a few days back is a 
supplement to this trade policy. Over the 
lest few years, our exports have almost 
doubled. This may appear to be a good per- 
formance, but actually it's not so. Firstly, the 
highest growth in exports has been in iron ore 
and other minerals. If you have minerals, it's 
rather easy to export them. Secondly, over 
the same period many other Asian countries also fared well. 
In fact, a lot better than ours. Performance has to be relative. 
I am not passing a judgment over the performance of the 
trade policy or the Ministry of Commerce. Trade policy, 
though important, can do little to boost exports if other areas 
are not addressed. If your exporters face all sorts of problems, 
such as serious lack of infrastructural facilities, chronic short- 
age of power, congested roads, choked ports, what can the 
trade policy do? 

TS Vishwanath: The new trade policy continues the trend of 
easing policies and procedures for increasing India’s exports 
and making it globally competitive. The focused market and 
focus product initiatives have borne fruit and exports have 


grown. 


Nitya Nanda 
Fellow; Centre for Global 
Agreements, Legislations, 
and Trade, Resources and 
Global Security Division, TERI 


(The Energy and Resources 
Institute), New Delhi 





Scrapping of service tax and duty sops for SEZs are 
two important features in the new policy. Do you 
think these steps will boost the country’s exports? 
Nitya Nanda: Service tax sop can help boost 
our exports. But one is not sure about SEZs. 
You may be aware that there is some differ- 
ence of opinion between the Ministry of Com- 
merce and the Ministry of Finance over this. 
The Ministry of Commerce has stated that 
much of the tax sops that would be extended 
to SEZ are already being made applicable 
to exporters through other schemes. If that 
is so, then what incremental benefits will 
the exporters operating from the SEZs get? 

SEZs can boost the exports only when they take care of the 
infrastructural problems that the country is facing now. 

However, with a large number of small SEZs dotting 
around the big cities and along the highways with little coordi- 
nation (if at all) among them that is unlikely to happen. How 
are the SEZs going to tackle the problem of power shortage? 
TS Vishwanath: Scrapping of service tax is an important 
step towards increasing exports. The other good initiatives 
are focusing on hi-technology exports and giving importance 
to agri exports. 


Despite many initiatives taken by the successive governments, why 
India's exports constitute a mere 1% global market share? 


performance is the infrastructure for 
trade. There is a need to upgrade our 
ports and other related infrastructure 
to mcrease exports substantially.” 


Widening trade deficit — A dampener 
Despite the rise in exports, merchan- 
dise imports surpassed exports, leaving 
a wide trade deficit of $56.7 bn in 2006- 
07 eompared to $40.4 bn in 2005-06. 
This widening trade deficit can be at- 
tributed to increased manufacturing ac- 
tivities which require huge imports of 
capital goods. The cumulative imports 
have touched $181.37 bn in 2006-07, 
compared to $124.63 bn exports in the 
same year. Increased industrial activ- 
ity, healthy consumer spending, and 
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higher crude price in the international 
market contributed to the rising import 
bill. Further, a strong rupee is swelling 
India's import bill and thereby aggra- 
vating the balance of payment situation 
ofthe country. 

Gems and jewelry, chemicals and 
handicrafts are the industries that are 
showing signs of decelerating export. 
The export growth rate of primary prod- 
ucts constituting agriculture and allied 
products, cereals, and pulses has also 
declined this year, while sugar and pro- 
cessed food exports have remained 
strong. India's export of textiles, textile 
products and leather has also deceler- 
ated. This is a cause for concern since 
these industries form a majority of the 


labor-intensive industries and any de- 
cline might affect the employment gen- 
eration potential. Though the engineer- 
ing goods (exports growth at 37.9%) 
have registered the fastest growth 
among manufacturing products, the 
other segments in engineering goods are 
showing signs of deceleration in overall 
growth. 

Indian exports are being hindered 
by deterrents, such as the spiraling in- 
put prices, increasing crude oil prices, 
deficiencies in infrastructure and cum- 
bersome government obligations, leav- 
ing behind a legacy of inattention. Fur- 
ther, the exporters are increasingly suf- 
fering due to rise in raw material prices 
and interest rates. The other factors 
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Nitya Nanda: Well, I won't say it is too bad. Considering from 
where we were about a decade ago (about 0.6%), 1% is not too 
bad. Secondly, this 1% share covers only merchandise ex- 
ports. In the services sector, our share is much higher, at 
about 2.5%. 

TS Vishwanath: India's share in global trade has been in- 
creasing steadily and will continue to grow. Given the growth 
in global trade a 1% share is a good share since this growth 
has happened in the last few years. 


How will the rupee appreciation impact India's ex- 
port basket? 

Nitya Nanda: I don't think ‘rupee apprecia- 
tion’ will have a big impact. Primarily, it is 
not rupee appreciation as such, but dollar 
depreciation. Dollar has been depreciating 
against all other currencies, which means all 
the currencies are appreciating against dol- 
lar. If it is only the rupee that appreciates, 
then the Indian exporters are put at a com- 


r= 





Nitya Nanda: Why do you need more thrust on import liber- 
alization? Are you aware that India’s trade deficit is now 
alarmingly high? Yes, we do maintain some trade surplus in 
services account, but it is too small to make good for the mer- 
chandise account deficit which is very high. At present, we are 
able to maintain a huge foreign exchange reserves because 
there is huge foreign investment, particularly of portfolio type 
(FDI cannot balance the trade deficit even after taking both 
merchandise and services accounts). How- 
ever, you cannot be sure about its long run 
sustainability. Presently, you are getting it 
because there is high trade deficit in the US 
as well, and the dollar is in constant danger 
of sliding further. However, it would be fool- 
ish to continue our dependence on portfolio 
investment. We need to improve our infra- 
structure facilities, such as power and 
ports. 

The trade policy should not be all about 
increasing exports. Hence, it is necessary to 





~ 


petitive disadvantage. Hea Mu. vh ional - Poli review the existing policy on exporting min- 
TS Vishwanath: It is too early to give the Confederation of Indian Cy erals. In absolute terms, our reserves in cer- 


exact impact of the rupee appreciation on 
India's exports. CII will study this in detail 
to understand the exact impact. 


What should be done further to enhance the country's export perfor- 
mance? 

TS Vishwanath: The greatest drawback in the country's ex- 
port performance is the infrastructure for trade. There is a 
need to upgrade our ports and other related infrastructure to 
increase exports substantially. 


Do you think the Foreign Trade Policy has given an equal thrust to both 
export promotion and import liberalization? 


Industry(Cil), New Delhi 





tain minerals may appear to be high, but in 
per capita terms, they are actually quite 
low. In fact, they are among the lowest per 
capita in the world. So, we must not create a long run situa- 
tion in which we export now at cheap prices and import them 
at much higher prices later. We also need to address the issue 
of high trade deficit as I have already touched upon the issue. 
We need to restrain imports. I am not asking to go back to pre- 
1991 kind of trade regime, which is neither possible (given our 
WTO commitments) nor desirable. But, we must find out al- 
ternative ways. 

TS Vishwanath: Yes, the Foreign Trade Policy has given 
equal thrust to exports and imports. 


which cause huge losses to the exporters 
are inadequate infrastructure, poor 
power and port facilities, and cumber- 
some customs and excise procedures 
causing further delays. Further, the 
slowdown in global growth momentum 
in the US in the second half of 2006 
might have also affected the perfor- 
mance of Indian exports. 


Rising rupee — A major threat 

The hardening of rupee, in nominal 
terms, may impact the export competi- 
tiveness. The strengthening ofthe rupee 
has become a cause of concern for ex- 
porters. The small and medium export- 
ers are the worst hit in this scenario. 
The Indian monetary authority is now 
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encountered with a dilemma since the 
rising inflation has compelled the apex 
bank to raise the repo rate, CRR and 
reverse repo rate thereby sucking out 
excess liquidity from the economy and 
resulting in rupee strengthening. Also, 
the Indian exporters are facing stiff 
competition from China's low-cost 
manufacturing goods. In addition to 
this, the stable yuan with respect to dol- 
lar has also weakened Indian exports. 
Trade groups are concerned that if 
the Indian currency continues to 
strengthen, it may dent the competi- 
tiveness of Indian exports, thereby 
hurting the exporters. GK Gupta, Presi- 
dent of Federation of Indian Exporters 
Organization (FIEO) opines “As the 


currencies of our competitors like 
Pakistan, Sri Lanka and Bangladesh 
have not appreciated against dollar; 
this puts us at a greater disadvantage 
in the markets where these countries 
are our main competitors”. 

However, one big relief is that as 
imports become cheaper, this gain can 
be leveraged to make up the losses from 
the exports due to the increasing value 
of Indian rupee. Many export-depen- 
dent sectors are hit badly since 90% of 
India’s trade is dollar-denominated. 
Until recently, big IT firms and BPOs 
have shown resilience by hedging part of 
their dollar exposure. Further, diversi- 
fying to new markets will facilitate re- 
alizing the export target, which is criti- 


| June 2007 | 25 


Cover Story 





cal to keep the economy on a high growth 
track. The industry estimates show 
that there is a deceleration in India's 
exports to the US and Europe when 
compared to that of the developing 
countries. Asia continues to account for 
a major share of 30% of India's exports. 


A move in the right direction 


The current annual supplement of the 
Foreign Trade Pclicy is a novel attempt 
to provide an export-friendly environ- 
ment and meet the global market re- 
quirements. The annual supplement to 
the Foreign Trade Policy for 2007-08 
has announced several measures for the 
promotion of experts. The service tax 
waiver on export of goods may provide 
benefit to the exporters to the tune of 
Rs.550 cr annually, and would facilitate 
the export of services from India. At 
present, exporters are subjected to a 
12.5% service tax. On the remission of 
service tax, the Indian goods may find 
competitive advantage in international 
markets. This has been a long-standing 
demand of the exporting community 
ever since the service tax was first im- 
posed by the government in the mid- 
1990s. Vishwanath opines, “Scrapping 
of service tax is an important step to- 
wards inereasing exports. The other 
good initiatives are focusing on hi-tech- 
nology exports and giving importance to 
agri exports.” 

The other notable features in the 
policy are the scope of incentives for the 
benefit of developers and co-developers 
of SEZs, announcement of duty refund 
and remission schemes such as Ad- 
vance Authorization Scheme, DEPB 
and Duty Free Import Authorization 
Scheme. The other sectors which can 
derive benefits awarded to SEZs in- 
elude educational, trading, warehous- 
ing, R&D, computer software and infor- 
mation-enabled services. Two major ar- 
eas excluded from the list of approved 
services are legal services, accounting 
and retail services. Kamal Nath termed 
the SEZs as engines of employment, in- 
vestment and export growth, and de- 
cleared that an additional investment to 
the tune of Rs. 40,000 cr would go into 
the SEZs. This would create an addi- 
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tional 15 lakh jobs. The major move is 
the extension of the popular DEPB 
scheme till March 2008. The new 
scheme to be introduced in the place of 
DEPB will factor in the extra levies in- 
cluding CST, the FBT and octroi, espe- 
cially for the benefit of the small and 
medium sectors. 

Coming to the rescue of small-scale 
exporters affected by a rising rupee, the 
government announced a scheme to en- 
sure that the benefits of concessional 
bank credit reached the sectors con- 


areas is pathbreaking. 


cerned. The scheme would make it man- 
datory for the commercial banks to ear- 
mark 50% of the total concessional 
credit to the exporters hit by the fluc- 
tuations of rupee. 

In a major bonanza for importers of 
spares and tools, the policy has ex- 
tended the Export Promotion Capital 
Goods (EPCG) scheme to spares and 
parts and increased the flexibility in 
meeting export obligations under the 
EPCG scheme. To simplify, the moni- 
toring of export obligations under 
EPCG scheme, the block-wise fulfill- 
ment of export obligation has been 
made simpler. This move would reduce 
the transaction costs and simplify the 
procedures related to red-tapism and 
unnecessary paperwork being faced by 
the exporters. GK Pillai, Commerce 
Secretary, The Ministry of Commerce 
and Industry, said "The government 
will soon issue appropriate notifica- 
tions to waive outstanding export obli- 
gations and the payment of interest on 
delayed refunds of terminal excise duty 
is going to be on the same track as of 
income tax." To remain competitive in 
the world markets, duty drawback on 
deemed exports, CST and greater flex- 
ibility on export obligations, are pro- 
posed which will reduce the transaction 
costs and arrest the delays. Also, the 
transaction time is sought to be further 


slashed through the installation of 
Electronic Data Interchange (EDD sys- 
tem. BL Meena, Director General of For- 
eign Trade says *Our endeavor has been 
to provide a facilitating environment for 
exporters. We're trying to improve EDI 
connectivity. The idea is to have a 
mechanism in place to enable faster ex- 
ports and cut down costs." 

The annual supplement has re- 
vamped the twin schemes, viz. Focus 
Product and Focus Market, to take 
India's exports to higher levels. These 


The thrust on export-oriented production to push 
employment, particularly in semi-urban and rural 


two schemes would replace the Target 
Plus Scheme and give a push to employ- 
ment generation. Kamal Nath said 
“The key objective of the Foreign Trade 
Policy is to generate 136 lakh (13.6 mil- 
lion) new jobs out of which 81.57 lakh 
direct and 54.61 lakh indirect in the 
economy in the next five years.” 


More efforts needed 

This year's Annual Supplement to the 
Foreign Trade Policy which puts re- 
newed emphasis on making exports 
competitive is indeed commendable. 
The policy has taken a lot of positive 
steps for India to become a major player 
in world trade. The thrust on export-ori- 
ented production to push employment, 
particularly in semi-urban and rural 
areas is pathbreaking. However, it re- 
mains to be seen whether the sops will 
be enough to provide the requisite 
growth momentum in the face of a slow- 
down in the US, static demand from the 
EU, and a hardening rupee. Continuous 
efforts in encouraging exports through 
regional, bilateral and multilateral ini- 
tiatives, and identification of thrust 
sectors, and focus regions would be 
equally important in pushing India's 
exports to the next growth frontier.m 


— N Janardhan Rao and V Ratna 
Reference # 01M-2007-06-06-01 
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India's Export Strategy 


Employment-oriented Thrust 


' È 





The emphasis on promotion of exports of labor-intensive goods is a well- 
deserved priority, but we should not overlook India’s potential in skill- 


intensive sectors. 


Time has come for making India a 
manufacturing hub for the world that 
would create jobs, incomes and foreign 
exchange for India's teeming millions. 

— Nagesh Kumar, 
Director-General, 

Research and information System 
(RIS) for Developing Countries, 

( RIS), New Delhi. 


he past few years have seen a 
gradual shifz in the way India 
looks at international trade. In 
tke heydays of the import-substitution 
regime, India tried to substitute im- 
ports as much as possible and looked at 
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— Nagesh Kumar 


exports as a way of earning foreign ex- 
change to pay for the imports that could 
not be substituted, e.g., crude oil. The 
current mindset, as articulated by the 
Commerce and Industry Minister, 
Kamal Nath, while presenting his an- 
nual supplement of National Foreign 
Trade Policy, reflects a refreshing 
change. The Indian Government has, at 
last, begun to see exports as a source of 
value addition and hence ‘engines of 
growth’ and ‘employment generation’. 
Even imports are looked in a more posi- 
tive light recognizing their contribution 
to industrial growth and manufacturing 
competitiveness. 


Several countries especially those 
in East Asia like China, Thailand and 
Malaysia, have created millions of 
jobs by developing export-oriented 
manufacturing industries. In the con- 
text of shrinking employment in the 
organized sector, despite acceleration 
in GDP growth, the importance of job 
creation through export-oriented pro- 
duction cannot be overemphasized. 
An RIS study, "Towards an Employ- 
ment-oriented Export Strategy”, pre- 
pared for the Ministry of Commerce 
and Industry in 2006, made an at- 
tempt at examining the employment 
generation potential of exports. It 
found the merchandize export target 
of US$150 bn by 2009-10 set by the 
UPA government in 2004, to have a 
potential to generate 81.57 lakh di- 
rect new jobs. 

However, an employment-oriented 
thrust to export strategy could help 
create 124.44 lakh new direct jobs by 
2009-10, with exports crossing 
US$165 bn. Taking into account the 
indirect jobs created, the exporting ac- 
tivity could be supporting 21 million 
new jobs by 2009-10. In view of the ro- 
bust growth of exports over the past 
few years, the target for 2008-09 has 
been set at US$200 bn. 

An employment-oriented export 
strategy could include consolidating 
our place and moving-up the value 
chain in labor-intensive products, such 
as agricultural products, textiles and 
garments, leather products, gems and 
jewelry. In these products, despite 
India's traditional comparative ad- 
vantage, its share in global market is 
only 3% compared to 18% of China, in- 
dicating unexploited opportunities. 

This requires consolidation of frag- 
mented production structures, moving 
up the value chain through brand 
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building, greater focus on designing, 
quality control and compliance with 
global standards, taking stakes in glo- 
bal marketing chains and developing 
tie-ups with MNCs. 

The latest Supplement to the 
Trade Policy continues the employ- 
ment-oriented thrust to the export 
strategy that Kamal Nath gave in his 
annual policy announcements. For in- 
stance, there are steps announced to 
strengthen the exports of agricultural 
and rural industries, handicrafts, 
gems and jewelry and products of cot- 
tage and tiny industries that could 
help in creating new jobs while earn- 
ing foreign exchange and making 
growth more inclusive. The policy 
could also pay attention to the devel- 
opment of clusters of small-scale in- 
dustries, assisted by common facili- 
ties and relevant infrastructure, infor- 
mation and marketing facilities for 
export expansion. 


Emphasis on promotion of exports 
of labor-intensive goods is a well-de- 
served priority. But we should not over- 
look the potential of India in emerging 
a global manufacturing hub for tech- 
nology or skill-intensive goods that are 
fast moving and generating a high pro- 
portion of value-added per unit of ex- 
ports. India can become competitive in 
some of these industries in view of our 
pool of trained human resources. 

While India has developed a niche 
in pharmaceuticals, chemicals, auto 
parts and some segments of automo- 
biles, opportunities have been grossly 
missed in toys industry, consumer 
electronics and ICT hardware that are 
labor-intensive. We need to pay atten- 
tion to building export capabilities in 
these areas. The supplement has at- 
tempted to induce export culture by in- 
troducing incentives based on incre- 
mental exports for producers of high- 
technology items. 


Commodity Composition of Exports 





Commodity Group 


Percentage Share 
April-October 


Growth Rate* 
April-October 


2004 2005 2005 2006 2004 2005 2005 2006 


-05 -06 


-07 -05 -06 -06 -07 


Agriculture & allied 


10.50 10.20 9.90 9.90 11.70 19.80 28.90 25.40 


Il. Manufactured Goods 74.20 72.00 73.50 69.00 24.90 19.60 30.10 


17.60 


Gems & Jewelry 


16.50 15.10 16.80 12.90 30.20 12.80 29.60  -4.40 


Chemical & related 
pdcts. 





Ill. Petroleum, crude & 
products (incl. coal) 


12.20 11.60 11.30 10.40 33.90 17.30 27.90 


14.80 


8.50 11.50 11.00 16.30 91.20 66.20 67.70 85.30 


Source: DGCI&S, Kolkata 
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* in US $ terms 


India's Export Strategy 


Development of export-oriented 
manufacturing in modern technology 
intensive industries requires a combi- 
nation of policies. These include a stra- 
tegic thrust aimed at promoting excel- 
lence among enterprises. Another RIS 
study, “International Competitive- 
ness of Knowledge-based Industries in 
India", found a wide variation in enter- 
prise-level export performance within 
industries despite similar policy envi- 
ronment and opportunities faced. Ob- 
viously, enterprise dynamism has a 
role to play. But policies could help in 
nurturing world-class enterprises or 
‘national champions’ in select sectors. 
These champions could be assisted to 
grow to world-scale and compete 
worldwide with their own brands, ac- 
quisitions and whatever it takes. 

They could be assisted in several 
ways by various official bodies, as done 
in a number of developed countries, for 
instance, by the financial institutions 
for preferential access to funds for 
overseas takeovers and for major ex- 
pansion of production capacity; assis- 
tance for major R&D and product de- 
velopment, brand-building and mar- 
ket development projects; and support 
by diplomatic missions abroad in their 
market information and investment 
opportunities including leveraging bi- 
lateral credit lines. 

A number of Indian enterprises in 
the recent times have begun their at- 
tempt to achieve international scales 
and strengthen their strategic asset 
bundles with international acquisi- 
tions. Such strategies, if pursued suc- 
cessfully may bring rich rewards in 
terms of their enhanced international 
competitiveness and future export pos- 
sibilities. 

For instance, access to global mar- 
kets and customers and technology 
through the acquired companies com- 
bined with their local cost production 
bases in India could make Indian com- 
panies such as Tata Steel or Hindalco 
or Ranbaxy among others, much more 
competitive and resourceful players in- 
ter nationally.m 
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Fast Food Industrv 


Expanding the Horizons 





Amidst the growing economy and rising incomes, fast food outlets are 
introducing a multi-layered product portfolio to address consumer needs 
while meeting the basic requirements. 


ndia is the world's second largest 
food producer after China, backed 
by the biggest agricultural sector. 
The country's food processing industry is 
one of its larges: industries and ranks 
fifth in terms of production, consump- 
tion. export and growth prospects. In a 
total estimated food market of about 
$91.7 bn, the processing food segment 
accounts for $29.4 bn. As estimated by 
the Confederation of Indian Industry 
(CII), the food processing sector has the 
potential of attracting $33 bn of invest- 
mert in the coming decade and would 
prcvide employment to 9 million people. 
Having realized this huge potential, the 
Indian Government has announced fis- 
cal relief and incentives to encourage the 
growth of the processed food sector. 
With the retail boom and the rise in 
the disposable income, the eating-out 
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culture of the consumers has taken a new 
turn. As echoed by Amit Jatia, MD and 
JV Partner, McDonald’s India, “When 
we first started, the eating-out frequency 
was three to four days a month in 
Mumbai and Delhi. That increased to six 
days a month in 2004 and is currently at 
eight days a month.” Worldwide, the food 
sector has been witnessing a drastic 
change in consumption patterns. 
McDonald’s and Yum are the two famous 
fast food franchises not only in America 
but also across the world. Even though 
McDonald’s is the largest fast food fran- 
chise in the US, its market share in 
China is very minimal. However, Yum, 
one of the most successful fast food com- 
panies, is doing well and 16% of its total 
profits comes from China. The battle be- 
tween McDonald’s and Yum is quite 
similar to the legendary battle between 


Pepsi and Coke. The war between these 
two fast food outlets, which started in 
China, is showing signs of heating up the 
Indian front as well. 


The fast food destination 

Against this backdrop, fast food outlets 
are on the rise, especially the foreign 
ones. Global fast food retail chains such 
as KFC, McDonald’s, Domino’s, Pizza 
Hut, Yum and others are in the process 
of spicing up their outlets to semi-urban 
areas and segmenting their product 
portfolio to capture Indian consumers 
across diverse income levels and 
lifestyles. Many, like the UK brand, Dixy 
Chicken, and the pizza outlet, Papa 
John’s, made their foray recently. 
Cinnabon and Barnie’s have opened 
their first store this year and a host of 
other brands, including SumoSalad and 
Panda Express, are looking for local 
partners to tempt the Indian palate. 
This is also an effort to tone up the profit 
margins with a multi-layered product 
portfolio that caters to consumer needs 
while meeting the basic requirements. 


Pizza topping! 

Backed by the domestic demand which 
is close to half-a-billion US dollars an- 
nually at fast food restaurants, the 
market is growing at a healthy 40% 
and, presently, it is pizza that is taking 
the major slice. According to a survey by 
AC Nielsen, the world’s leading mar- 
keting information company, “An urban 
adult Indian is among the top 10 in the 
world in terms of frequency of fast food 
consumption. These figures, of course, 
do not compare to the estimated $30 bn 
pizza market in the US.” As the de- 
mand increases by leaps and bounds, 
fast food outlets are growing both in 
terms of number as well as spatial loca- 
tion. Lured by this demand, Yum has 
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opened over 50 new outlets in the year 
2006 alone, and is planning to open an- 
other 12 outlets. On the other hand, 
McDonald's is planning to open 50 more 
this year. To attract Indian customers, 
the foreign brands were adding some 
desi delights and also reducing their 
prices to reach the Indian middle-class. 


Spreading the tentacles 

With the increasing competition to set 
up separate outlets at busy market- 
places getting tougher, fast food chains 
have come up with a new recipe for 
success by managing canteens at 
schools, colleges and corporate offices. 
Besides, as the global retail giants, such 
as Wal-Mart, Tesco, and Carrefour, in- 
crease their sourcing of processed foods 
from India, it makes business sense for 
domestic companies to enter this arena. 
Subodh Kant Sahai, Food Processing 
Minister, opined, “Foreign retail giants 
are willing to buy as much as $30 bn 
worth of processed food from the coun- 
try." As Wal-Mart is finally entering In- 
dia by tying up with the Bharti Group, 
two of America's biggest brands, 
Starbucks and Burger King, are waiting 
to tap the Indian market. 

To attract the middle-class consum- 
ers, McDonald's moved a step ahead and 
tied up with the Indian Railways, 
Hindustan Petroleum and Bharat Petro- 
leum to maintain its market share. It is 
focusing more on the Indian preferences. 
According to some experts, 100 million 
Indians spend a considerable amount on 
fast food. According to a survey, the In- 
dian Quick Service Restaurants (QSR) 
and the fast food market are expected to 
grow at 10% CAGR from the current Rs. 
18,000 cr to Rs. 30,000 cr by 2011. 


Health hazards 


'The fast food industry is facing a new 
challenge with the growing health con- 
sciousness among people. Experts 
opine that a single fast food meal gives 
a disproportionate share of the recom- 
mended daily intake of fat, cholesterol, 
salt and sugar. Researchers say that 
the french fries and chicken nuggets 
from two major global fast food chains 
contain very high levels of artery-clog- 


| Chartered Financial Analyst | 


ging trans fatty acids or "trans fats". 
The level of trans fats served by the 
chains varies dramatically from coun- 
try to country. Researchers, who ana- 
lyzed the fast food, opine that daily con- 
sumption of 5 grams or more of trans 
fats raises the risk of heart attack by 
25%. Trans fats are believed to pose a 
hazard by raising the proportion of 
“bad” cholesterol in the blood, leading 
to the accumulation of fat in the arter- 
ies. It also increases the risk of arterial 
inflammation and the development of 
an irregular heartbeat. "That's why it's 
called *killer fat," says Steen Stender of 
the Gentofte University Hospital in 
Copenhagen, Denmark, and lead author 





of the analysis in The New England 
Journal of Medicine. Many popular fast 
food menus are unhealthy and excessive 
consumption may lead to obesity. 

Nowadays, obesity among adults is 
a matter of grave concern to all as it 
leads to diabetes. Partially, hydroge- 
nated oils are found not only in many 
fast foods but also baked goods and pro- 
cessed snacks. This can harm the brain 
leading to migraine. Further, the fast 
food products are often made with in- 
gredients formulated to achieve a cer- 
tain flavor or consistency, and to pre- 
serve freshness. This requires a high 
degree of food engineering, the use of 
additives and processing techniques. 

A growing number of consumers are 
becoming concerned about the harmful 
impact of fast food on their health as 
well as their children's. Key Note's re- 
search, which provides critical business 
insight and industry trends, reveals 
that more than half of those visiting 
fast food restaurants in the past six 
months have altered their eating pat- 
terns by opting for healthier meals (e.g., 
sandwiches and salads), reducing their 
frequency of visiting outlets or opting 


With the increasing health and obesity concerns 
worldwide, fast food chains are being forced to 
introduce more innovative products in order to 
survive in this cut-throat market. 


Fast Food Industry 


for smaller portions. The health factor 
will hamper the future growth of this 
industry. Against this backdrop, all the 
major fast food outlets are making a 
healthy makeover like including salads, 
sandwiches, etc. in their menu to at- 
tract more and more customers. 
Indian QSR market is also domi- 
nated by unorganized players and also 
local restaurants like Nirula's and Yo! 
China. These restaurants are popular 
among the middle-class Indians. These 
local fast food outlets are also planning 
to expand further. Industry experts say 
that foreign fast food companies have 
committed three grave mistakes in In- 
dia. According to them, "They overesti- 





mated the size and disposable income 
of the much touted Indian middle-class. 
They underestimated the strength of lo- 
cal products in the markets they were 
entering. They also overestimated the 
value of their reputation. Indian con- 
sumers seem unimpressed by the west- 
ern brands; food companies are scaling 
down their plans accordingly." 


Survival strategies 

Despite the health concerns, fast food re- 
tail outlets are marking a positive sign. 
The increasing use of the Internet and 
mobile telephone orders will certainly 
help the industry. Analysts opine that the 
ban on advertisements of junk food to chil- 
dren may not disappoint the industry. 
However, with the increasing health and 
obesity concerns worldwide, fast food 
chains are being forced to introduce more 
innovative products in order to survive in 
this cut-throat market. The players need 
to change their strategies and stress on 
nutritious food to cater to the growing 
number of health-conscious public. 


- N Janardhan Rao and Pratichi Samal 
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Global Chip Industry 


Consolidation Time 





The phenomenon of smart home appliances and other consumer devices 
like cellphones is globally driving semiconductor makers to ring the 
wedding bells to capitalize on the trend. 


With M&A we can grow at a faster 
rate than the overal! industry. 

— Rick Wallace, 

CEO, KLA -Tencor 


and 

Acquisitions (M&As) swept 

across the chip industry, glo- 
bally, in 2006. In fact, the technology 
industrys merger mania of 2006 saw a 
record number of deals than ever before, 
churring out transactions worth a huge 
$45 bn. Some of the high-profile acquisi- 
tions included LSI Logic-Agere Systems 
(AGR), AMD-ATI, and acquisitions of 
Freescale Semiconductors and Philips 
Semiconductors ( NXP) by Private Equity 
consortiums for $17 bn and $11 bn respec- 
tively. Besides, there were some small, 


slew of Mergers 
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yet crucial, deals like the $250 mn pur- 
chase of Matrix Semiconductor by 
ScanDisk, Cisco Systems’ $12.5 mn 
of Nemo and 
Qualcomm’s purchase of Airgo Networks, 
a California-based company and a section 
of RF Micro Devices of North Carolina. 
However, the deal frenzy does not 


buyout Systems, 


stop here. In fact, the acquisition list 
continues to grow bigger as the threat of 
consolidation seems to be looming large 
over the semiconductor industry glo- 
bally, forcing the players to be aggres- 
sive and start eating before it can be 
eaten up by rivals. 

“You are seeing consolidation. It of- 
fers you at least some immunity to this 
crazy market," said Abhi Talwalkar, 
CEO of LSI Logic. 


With the amazing surge in de- 
mand for these chips, especially from 
the cellphone and communication ap- 
plications sector, chip makers are 
busy contemplating consolidation to 
capitalize on the growth opportunity. 
According to the global research firm, 
Gartner, "The average chip spending 
by the top 10 OEMs grew to $8.4 bn in 
2006 from $7.7 bn in 2005." Indeed, it 
is the rising competition along with 
the high scale of demand that is driv- 
ing the players to adapt to the evolv- 
ing patterns accompanied by their 
struggle to survive. And, M&A seems 
to be the obvious solution to increase 
the market share and to bring about 
growth. 

At the same time, the entry of new 
players, lured by the high rate of 
growth, makes many analysts predict 
that more such activities will see the 
light, being solely driven by strong 
fundamentals. “During the next 10 
years, the semiconductor industry will 
experience highly turbulent times, re- 
sulting in major structural changes," 
said Jim Tully, VP and Chief of Re- 
search, Gartner. But that makes it 
harder for mid-size chip makers to 
thrive, unless they carve a bigger 
niche for themselves. Jim Tully pre- 
dicts, "By 2016, the number of compa- 
nies building new fabs will fall by 
50%.” However, another school of 
thought professes that it does not 
mean smaller ones would cease to ex- 
ist soon. Jim Feldhan, Chip Analyst 
at Semico Research opined, "Don't ex- 
pect the industry to shrink to one or 
two big players. Start-ups keep enter- 
ing the market, because chip making 
can be lucrative. But some will quickly 
be acquired or go out of business; oth- 
ers will likely become the next genera- 
tion of major players." 
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Book Reviews Published in "The Indian Journal of Economics" — 
meen “ey Features: Key Features: 


A very comprehensive treatise on the The book: Fundamentals: of 
Investment management of investments. The author has Investment Management 


Management taken great pains in describing in simple Investment seems to be an abridged edition 
Management. language the nuances of the techniques used in of the larger volume reviewed i in | 


| 
EE TUER the management of investments in general and Management earlier paragraphs. It may be 
| mae aam in planning, implementing and overseeing the | described as a ' Primer on 
optimal allocation of funds of investors who may investment management. It | 
VK BHALLA either be individuals or institutions, in particular. seems to have been designed | 
The book may be described as a magnum opus. for the beginner. Each character | 
13th Edition The subject matter has been divided into VI Parts of the book is followed by | 


Problems and Questions. This | 
has enhanced the utility of the 
bookforstudentsimmensely. | 


and 42 Chapters. The author has given a select 
list of proverbs which have a connotation of their 
own, apart from the usual. They help in 
: 07223 Rs. 500.00 understanding the functioning of the stock 














——X — — — —— Ys -— 
d 
| , zm " - Tq I = 
- iJ — ` Y — 
N ` ‘aa, | @= " 1 i d i À ^ N F | — 
2 - - `- | | 
i \ a ” 1 a T p 
J — = a y^" > : , — ; y — 
a 430° t sar. Quta Oad. 9 5. one: LA 20800 v4 
r Z ‘ - A , d ` / d a 
> 4 — Tie eh TAA PEPO” v P mom? ar rr 
M 97107446, 0888;Fax: 4 17-2367 7: e-mail: infc andgroup.cor 
F - ae uL. <a i d — = 
" : 1 th N7O.976 2 : A , i -| f 7 
d , 4 p WOT: i i ' É-, ^ n-! e "m Lez P ' UU bor ) i Í f e sit í 
h A : et PR Cx z 
A 4 If T 5 4, | Shi i Ph: ' T 002 Ci ; nA 295 " ET p i ) ^ 7 t ~ 
Q CWUAAr 361-2514155 bad f 448 L 65117 i 41.27 7 404 al; f 
- 3 ] IN aux f A Ty! , } Mn P Ha ! 21h74 1 HZ FR I i C Ih 7, l “iit 
d . | ARA_9974907 " ta Dh 22.9926 ARO E Sh AEAT COLO TI F ID " 
11 is B rir " . la Use A Fat Kc iata "T UNDA af JJ LUCANO' TL UOZZ-Z FAs) T AJ, 4c f MUT " Ts Fas, ME t p. 4 | " 


^ 4° oy ie vie at , Foe yi. | FL | AALO n i» , Yat 
J C" p in Pa narr UO I E-904, Éx VA JU 





Industry 





INTERVIEW 





The major deceleration in the semiconductor industry's long-term growth rate from 
20% to 7.5% means that a major adjustment in business models is required by virtu- 


ally all market participants. 


On M&As in the Semiconductor industry and its impact. 


Derek Lidow: The pace of acquisitions today is still slower 


than the pace experienced by the industry in 
1999 through 2001, and is still consistent 
with the level ycu would expect of an industry 
with more than 400 players experiencing 
major shifts in business models and supply 
enains. In almost any high technology mar- 
ket, you see a persistent background level of 
acquisitions related to ‘buying R&D’, and 
those types of acquisitions have been at a 
fairly consistent level over the past several 
vears. The more important shift in Mergers 
and Acquisitions (M&As) has been toward 


«ti 





we cannot call this a period of consolidation. It's a better 
description to say we are in a period of rapidly changing 
business models. This change means that 
competition will become much more preda- 
tory in nature and less focused on semicon- 
ductor-processing-technology prowess. 
Competitors beware! 

Stephan Ohr: We believe competition will 
remain strong, albeit, among a smaller 
number of companies. Intel will be dogged 
by AMD in desktops and mobile comput- 
ers. Texas Instruments will compete with 
Qualcomm for WCDMA slots in mobile 
handsets. And, among peripheral chip 


the role of private equity buying large compa- Derek Lidow makers (including the analog and power 
nies such as Freescale, Philips Semiconduc- President and Chief Executive management IC vendors), product turn- 
tor (which subsequently bought other enti- Officer of the market research firm over will be high and competition will re- 
ties), and Agilent Semiconductor. Private iSuppli Corp., El Segundo, main vivid. 

equity owners tend to be more aggressive in California, USA 


expecting operating and strategic improve- 
ments, so this M&A trend will definitely 
make the chip industry more competitive, going forward. 
Stephan Ohr: Gartner Dataquest believes there will be sig- 
rificant consolidation in the semiconductor industry. Of the 
several hundred companies visible today, only a few dozen 
will survive up to 2015. (I have described a long-term busi- 
ness trend which favors big companies, and not small ones. 
Jim Tully' presentation, in fact, went so far as to suggest 
that as many as 350 semiconductcr companies will disap- 
pear by 2016—a consequence of consolidation). To summa- 
r:ze what I've said, the sheer scale of semiconductor manufac- 
turing will force small companies to join forces, and larger 
companies to acquire small ones with specialized intellectual 
property. I do not necessarily view this trend as a bad thing; 
overall, semiconductor product revenues will continue to 
grow, and competition will remain strong. 


On competition in the semiconductor industry. 


Derek Lidow: The overall number of major or important 
semiconductor companies is not going down appreciably, so 
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On the driving factors behind the deal frenzy. 
Derek Lidow: The major deceleration in 
the semiconductor industry's long-term growth rate from 20% 
to 7.5% means that a major adjustment in business models 
is required by virtually all market participants. A few have 
made this strategic adjustment, many others have not, and 
they are more likely to be ‘consolidated’. 

Stephan Ohr: Gartner Dataquest believes that there will 
be significant consolidation in the semiconductor industry. 
Of the several hundred companies visible today, only a few 
dozen will survive up to 2015. 

The business trend suggests globalization: big compa- 
nies do business with other big companies across national 
boundaries. This wasn't always the case. In the early days, 
the electronics industry (1960-1975) comprised of many 
hundreds of small companies seeking customers among 
many thousands of small companies. The US military and 
aerospace industry were the most influential customers and 
development drivers. 

During the 1970s and 1980s, the computer industry 
displaced the military as the business driver for semicon- 
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Global Chip Industry 





ductor development, first with mainframe and mini com- 
puters, later with personal computers and workstations. 
The standardization of the PC bus enabled many periph- 
eral chip makers to start and grow, without sales contacts 
at IBM or Amdahl (later Fujitsu). 

In the 1990s, communications dis- 
placed computing as the business and de- 
velopment driver. Personal computers 
could communicate with each other via lo- 
cal area networks and across national 
boundaries via the Internet. The wireless 
revolution, in the later part of the 1990s, 
enabled the proliferation of cellular 
telephones and a phenomenon we call 
‘consumerization’ of the electronics 
industry. 

It is this consumerization which has 





is hard to tell what will be ‘the next big thing’. As long as 
the semiconductor industry was driven by personal com- 
puters, there was a clear developmental focus and a 
strong prospect for growth. The cellular telephone indus- 
try has driven product development for 
close to a decade. But this industry is be- 
ginning to show signs of saturation, and 
it is not clear what comes next. There 
will be continued growth for music and 
media players, but it will not capture the 
imagination the way PCs and cellphones 
once did. In the early stages of these 
revolutions, the proselytizers felt that 
they could not rest until every person on 
the face of the planet had one of their 
own. The industry will continue to pro- 
duce semiconductors in record volumes, 


provoked the most profound change in R seas i but it may be several years before it re- 
semiconductor development: If your cus- covers its vision. 
: ; ; Analog Semiconductors 
tomer is the US National Aeronautics and 
Yat Gartner Dataquest Research 
Space Administration (NASA), you can San Jose. California On the future outlook. 


think about delivering several thousand 
highly reliable devices over a period of 
years. If your customer is IBM or Dell, you 
need to think about delivering millions of pieces. But if 
your customer is Nokia, you must be able to deliver hun- 
dreds of millions of integrated circuits— not just complex 
microprocessors, but also very dense memories and versa- 
tile peripherals. These requirements demand not just 
technology expertise, but a manufacturing muscle increas- 
ingly beyond the range of a small company. 


On reasons for the recent slowdown in the chip industry. 

Derek Lidow: The recent slowdown in the industry has 
been caused by a major build-up of excess inventory in sev- 
eral different areas of the supply chain, requiring many elec- 
tronics producers to cut their production schedules. 
Stephan Ohr: We believe the current slowdown, a 
consequence of excess inventory and a softening of 
orders is temporary. For example, new cellphone models, 
with music playback, high resolution cameras, on board 
music and video players can stimulate demand. An up- 
turn in business is projected for the second half of this 
year. 

It is clear, though, that revenue growth, projected to be 
10% in 2008 and single digits each year after that, has 
significantly slowed. We will no longer see the 17% CAGR 
that characterized the industry for much of its history. It 
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Derek Lidow: The chip industry will 
continue to be the core driver of the world 
becoming more electronic, even if its 
long-term growth rates decelerate as it grows. But, any- 
time there is a major shift in business conditions, there 
will be winners and losers. Sometimes, the reason why a 
company lost out in one business cycle can be corrected in 
time for the next business cycle and that creates buying 
opportunities. Furthermore, in virtually all high-technol- 
ogy markets, there is a relatively constant rate of M&A 
that revolves around acquisition of R&D, and this pace 
has been fairly consistent within the semiconductor in- 
dustry for almost a decade with a spike in activity caused 
by the dotcom bubble. 


Stephan Ohr: As an analog industry analyst, I’m im- 
pressed with the role played by power management ven- 
dors. Low-efficiency linear regulators are being replaced 
with high-efficiency switch-mode parts. The goal is not 
just to preserve battery life in cellphones and battery- 
powered portables. It's more than the need to reduce the 
air-conditioning bill in mainframe computer rooms. The 
new goal is to curtail the global warming trend by mini- 
mizing the energy consumed by electronics. We have a 
long way to go, but the power electronics industry is mov- 
ing towards a vision that the voltage regulator will save 
the world. 
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Certainly, the sem:eonductor industry 
has come a long way from being driven 
by the US military and aerospace in- 
dustry in the 1970s and 1980s to being 
driven now by 'consumerization' glo- 
bally. According to the US-based 
Semiconductor Industry Association 
(SLA), “Global sales of semiconductors 
reached a record $247.7 bn in 2006, an 
increase of 8.9% from the $227.5 bn re- 
ported in 2005.” It also confirms that 
“Worldwide sales in December were 
$21.7 bn, an increase of 9% from De- 
cember 2005, when the sales were $20 
bn.” The sales grew mainly due to the 
increasing demand for popular con- 
sumer goods like cellphones, MP3 
Plavers and HDTV sets, etc. Sales of 
semiconductor content of electronic 
systems is on a steedy rise by almost 
21.5%, which includes cellphone sales 
exceeding 1 billion units and MP3 
players with more than 34 million in 
the US alone in 2006. Besides, the in- 
dustry is also progressing rapidly, 
riding high on major breakthroughs in 
building sophisticated ranges of 
chips—as small as 45 nanometers — 
with higher performance levels than 
existing products. 

However, even in zhis favorable sce- 
nario, a section of analysts have a lin- 
gering fear of a major slowdown in the 
third or fourth quarter of 2007. Words 
of ceution are expressed by none other 
than JP Morgan Analyst, Chris 
Danley, as the growth in 2006 was re- 
corded to be much lower than the 
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"industry's historical pat- 
tern of growing about 15% 
every year on a compound 
basis". The underlying 
cause for such a slump is, 
of course, due to ‘inventory 
corrections, as the manu- 
facturers had ordered for 
more chips than their ac- 
tual requirement. "Sur- 
plus semiconductor inven- 
tories in the global elec- 
tronies supply chain rose 
again in the fourth quarter 
of 2006, meaning that ex- 
cess stock piles are likely 
to linger through 2007," as foreseen by 
iSuppli Corp. While the inventory mon- 
ster is a major concern for 2007, this 
has, in fact, led to heavy chip buying. 
This has prompted the bigger chip 
makers to gulp down smaller ones. "We 
do believe these acquisitions make 
good strategic sense with significant 
product synergy opportunities," says 
Craig Berger, Analyst at Wedbush 
Morgan Securities. 


Drivers of consolidation 

M&As have increased manifold in re- 
cent years. Still this is not unique, as 
M&As in other sectors such as IT, com- 
munications, and media industry are 
taking place at an amazing rate. Com- 
menting on the nature of the recent 


Leading M&A Sectors 


% of deals*, Q3, 2005 

| Manufacturing/tes: Storage, 2% 
| equipment, 5% 

Manufacturing 





12% Semiconductors, 19% 


* Includes 167 North American and Western European 


computing and communications infrastructure deals. 
Source: Jeffenes Broadview 





deals, Abhi Talwalkar said, “If you 
look at the premium levels of recent 
deals, I think it is a very fair deal.” It 
is, perhaps, that the industry is gradu- 
ally realizing the benefits of taking the 
shortcut to the erstwhile time-consum- 
ing process of starting from the grass- 
root level through the M&A way. Be- 
cause of this attractive trade-off, 
M&As are generally dominating the 
technology world. Digging into the driv- 
ers behind such consolidation, David 
Carne, Deloitte Consulting, said to 
EDN.com, “This isn’t the dotcom 
bubble at all. Acquisitions in technol- 
ogy today are being driven by some 
clear business strategies.” Several 
growth drivers are responsible for pav- 
ing the road map for these consolida- 
tions, as demonstrated by Jim Tully, 
Vice-President and Chief of Research, 
Gartner Dataquest, in his presenta- 
tion. Thus, market forces are forcing 
the industry to consolidate, leaving the 
companies with two options—‘buy’ and 
‘make’ solutions—to choose from. 

It is likely that the sound and 
stable US economy, with relatively 
lower rates of interest and with stron- 
ger corporate earnings, is also adding 
fuel to the raging stock market, which 
in turn catalyzes the technology M&As 
to speed up. No doubt, then that it is 
good news for the investment bankers 
and industry executives to make the 
most of the circumstances, having a 
surplus of cash. The strong stock mar- 
ket and economy coupled with lower 
rate of interest have further boosted 
confidence to invest capital at LBO 
firms, hedge funds, and venture capital 
firms. “There’s a lot of cash on the side- 
lines, providing a sign of confidence 
from the bigger players that the time is 
right to engage in this type of activity,” 
as viewed by Tom Taulli, Finance Pro- 
fessor, University of Southern Califor- 
nia. 

Indeed, for most of the privately 
held semiconductor players, who are 
contemplating to revive their busi- 
nesses, M&As seem to be the most en- 
couraging path, rather than adopting 
the Initial Public Offering (IPO) policy, 
where the returns are mostly specula- 
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Forecast Range Narrows 
to Low End in 2007 





tive. In the process, the weak IPO mar- 
ket has somehow pushed the technol- 
ogy company investors to rely on 
M&As. Thus, consolidation has 
emerged as an alternative to IPOs, 
which are subject to ‘uncertainty and 
volatility of the public markets' and 
the various challenges to maintain and 
manage a public company. On the 
other hand, the rising cost of regulatory 
compliance, like the stringent audit 
and internal accounting norms by the 
Sarbanes-Oxley Act (SOX), is making 
it more difficult for small, independent 


Just Mamed!: A 


Target Business Acquirer 
Name 





Target Name 
Description 


public companies to justify staying 
that way and look for a strategic alli- 
ance with bigger and stronger part- 
ners. It is obvious that for the giants, 
who are in a constant look out for new 
markets and to sustain their growth 
curve, it's easier to bring about growth 
through the M&A activities, than the 
difficult and time-consuming organic 
growth. 


The new face of chip: M&A 

The recent trend of private equity play- 
ers spearheading the high profile Le- 
verage Buy-outs (LBOs) in the chip in- 
dustry is fast catching on. For instance, 
the purchase of Philips Semiconductor 
(now NXP) by Private Equity firms 
Apax, AlpInvest Partners, Bain Capi- 
tal, Kohlberg, Silver Lake Partners, 
and Kravis Roberts & Co., followed by 
another mega PE deal for FreeScale by 
the PE consortium the Blackstone 
Group, the Carlyle Group, Texas Pa- 
cific Group and Permira Funds have 
gone a long way ahead of the tradi- 
tional M&A. The message is clear: The 
industry is getting increasingly com- 
plex. In fact, being in a 'strong cash' po- 
sition, the PE firms have been ob- 
served to have a growing tendency to 
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Acquirer Business 
Description 


Value 
($ mn) 








Semiconductors Kohlberg Kravis Private equity 10,680.00 
Semiconductors Roberts, other consortium 
(NXP) investors 





ATI Technologies Semiconductors 


AMD 


Semiconductors ^ 5,400.00 


Toshiba Ceramics Semiconductors 


Carlyle Group, 


Investment firms 946.70 


Unison Capital 





Semiconductors 


PortalPlayer 
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NVIDIA 


Semiconductors 357.00 


Global Chip Industry 


buy ‘stable and matured companies’ 
capable of generating easy cash re- 
turns. “Firms have been attracted as 
the chip industry has matured, becom- 
ing less cyclical, and therefore, a more 
reliable generator of cash,” says Paul 
McWilliams, Editor, Next Inning Tech- 
nology Research. 

The entry of PE players in the semi- 
conductor-M&A has dramatically 
changed the industry. "There's a lot of 
money in private equity now, and they 
need to put that to good use," as put 
forward by Frans van Houten, Presi- 
dent and CEO, NXP Semiconductors. 
Considering the huge number of chip 
companies, which is nearly 450 and 
growing at a sluggish rate, "It's harder 
and harder to come out with a break- 
through product— every new product 
just cannibalizes an old one," opines 
Derek Lidow, President and CEO, 
iSuppli. The PE firms generally ac- 
quire an 'underperforming sector of a 
company or a ‘corporate orphan’, with a 
clear motive to build and grow a com- 
pany or to sell off. But it has its own 
drawbacks as PE may be disruptive at 
times when there is a mismatch in the 
operational strategies of the investors. 


What's next? 

With forecasts indicating a 7% growth 
rate for 2007, we can expect a stronger 
expansion. While George Scalise shows 
a lot of optimism by saying, “With gen- 
erally healthy economic conditions in 
all of the world’s major semiconductor 
markets, we believe our forecast of 10% 
to $273.8 bn in worldwide sales in 2007 
is aligned,” even the outlook of semicon- 
ductor market looks very promising 
with a GDP increase of 3.4% in 2006 
and a flourishing US economy, which is 
the largest market of end products. All 
these may fuel the deal frenzy even fur- 
ther. But, chances are that the rate of 
M&As will probably slow down, as the 
companies try to digest the acquisitions 
made in 2006. In the meantime, predic- 
tions are rife about who is going to be 
the next prey.s 


- Amit Singh Sisodiya and Sanghamitra Dhara 
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Entertainment & Media 


The Show Goes On 





In the midst of healthy economic growth, rising income levels with 
consequent demand for entertainment, and policy initiatives to encourage 
investment, the E&M industry is finally emerging. 


ith 54% of the population be- 
low 25 years, India is consid- 
ered as one of the youngest 
nations in the world resulting in the de- 
mand for a variety of entertainment. 
Today, due to the IT boom, many young 
people are getting jobs at a very early 
age and are spending more on enter- 
tainment. Against this backdrop, the 
Indian Entertainment and Media 
(E&M) industry has emerged among 
the fastest growing sectors in the coun- 
try. In fact, it is projected to be one of the 
prime driving economic forces of the 
country. Such predictions are not re- 
stricted to India alone. The industry is 
rapidly spreading across all growing 
economies, and current trends clearly 
show that this sector will be among the 
top service sectors globally. 
The ever-changing consumer 
lifestyle, disposable income levels, pur- 
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chasing power and willingness to spend 
on entertainment have left the industry 


with a compound annual growth rate of 


19%. According to a Pricewaterhouse- 
Coopers (PwC) report on Indian E&M 
industry, the growth will be more than 
double over the next five years. The re- 
port says sales will reach Rs. 1 tn ($35 
bn) by 2011. Technological advances are 
driving the industry growth. For in- 
stance, people can review films on mo- 
bile phones and view television with the 
help of the Internet. It is not only limited 
to films but also expected to impact all 
other segments from home video to radio 
and newspapers. Going by the industry 
potential, private equity investors are 
showing interest to invest in an industry 
which has been traditionally dominated 
by strategic buyers. The players include 
Matrix Partners, Warburg Pincus, DE 
Shaw, T. Rowe Price International, 


IL&FS and 3i which have already en- 
tered the Indian market. 


Boost for Bollywood 


India, having a vast cultural diversity, is 
the largest producer of films in the world 
because of its immense popularity as a 
source of entertainment. Digitalization 
and technological development are help- 
ing immensely in all spheres like film 
production, film exhibition and market- 
ing. The country produces 1,000 movies a 
year; about 10 times the number of films 
generated in Hollywood. It earns about 
85% of its revenue from box office collec- 
tions, which is much higher than that of 
the US film industry where box office 
sales are only 27%. The number of 
screens available for India's population 
is very low as compared to other coun- 
tries. Now, theaters across the country 
are getting upgraded to multiplexes. In- 
dia is on the way to becoming the largest 
digital theater country in the world. Ini- 
tiatives to set up digital cinema halls 
have already been started by companies 
such as Mukta Adlabs. Digital cinema 
halls will not only improve the quality of 
prints but also help to reduce piracy of 
prints. They can also make film viewing 
more pleasurable for the audiences 
with enhanced picture clarity and 
sound. Accordingly, more and more me- 
dia companies are coming out with pub- 
lic issues and corporatization is gaining 
momentum. 

Content distribution, from physical 
to digital, is generating more revenue. In 
this era of digital technology, the Internet 
and mobile phones are changing the way 
in which consumers acquire the media. 
The Indian diaspora is aiso offering a 
vast opportunity for this industry. De- 
mand for Indian entertainment is bound 
to be high as 20 million Indians reside 
across the globe. The policy initiatives 
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industry 


taken by the government to enccurage the 
inflow of investment and initiatives by 
private media companies will be the key 
drivers for the industry. 


The key segments 

Various segments of the industry are 
driving this growth in E&M. Radio is 
the cheapest and oldest form of enter- 
tainment attaining tremendous growth 
after being opened to foreign invest- 
ment. A total of 338 licenses have been 
given out by the Government of India for 
FM radio channels in 91 big as well as 
small towns and cities. Radio is making 
a comeback in the lifestyles of Indians 
and is reaching more people than any 
other E&M segment. The introduction 
of satellite radio has also increased the 
revenue and popularity. Animation 
films have shown a staggering growth 
and established themselves in the glo- 
bal market. Indian animation is driven 
by skilled manpower and software in- 
dustries, while live entertainment 
which is popularly known as event man- 
agement is growing at a fast pace. The 
growing numbers of corporate awards, 
television and sports events along with 
people spending a lot on weddings, par- 
ties and other functions are the driving 
factors for its growth. Television is the 
most popular and largest segment of 
the entertainment industry. Introcuc- 
tion of new technologies, such as DTH, 





Film 6,800 15,300 
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HITS, Broadband and IPTV have 
helped cable operators in providing 
value-added services to the customers. 
New digital technologies are supporting 
new channels, and it has given a boost 
to multichannel advertising. The 
growth of multiplexes and customers' 
desire towards experimental cinema 
are fueling the film industry. Ultra com- 
petitiveness in the electronics industry 
is forcing the DVD prices to go down, as 
a result of which the home video seg- 
ment is gaining popularity. 


Government initiatives 

The Government of India has taken up 
many fiscal and monetary measures to 
boost the industry. Progressive mea- 
sures at the state and central level have 
been taken to encourage the infrastruc- 
ture of the multiplexes. The government 
has arranged funding facility for this in- 
dustry from several financial institu- 
tions, making corporate majors, such as 
the Birlas, Vijaypat Singhania, Vijay 
Mallya, Mid-Day Multimedia, and 
Bennet & Coleman to enter the sector. 
The initiative to attract more corporate 
investment is making the E&M industry 
more lucrative. The success of Indian 
movies like Rang De Basanti, Dhoom: 2 
and Monsoon Wedding has placed the In- 
dian film industry in the international 
orbit. The new digital music delivery for- 
mats like iPods and Internet downloads 
have increased its penetration. 
There is a huge inflow of FDI in 
some segments like broadcasting 
space for which most channels 
coming into India, such as Walt 
Disney, ESPN-Star Sports, Dis- 
covery, and BBC, have estab- 
lished foreign investment subsid- 
iary companies for content devel- 
opment and airtime advertise- 
ment sales. There is an increase 
in advertising revenues because 
of the multichannel era, and the 
entry of various foreign compa- 
nies has increased the opportu- 
nity for employment. The huge, 
skilled manpower of India has 
created the opportunity for ani- 
mation outsourcing, which is an 
emerging sector. 


Challenges 

Piracy is the biggest challenge for the 
industry. The lack of empowered offic- 
ers for the enforcement of anti-piracy 
laws remains the main reason for the 
growth of piracy. The Copyrights Act 
also has not been able to properly pro- 
tect the electronic media. The music in- 
dustry is infested with piracy and it is 
reflected in the slow growth rate over 
the last few years, both globally and in 
India. The media policy for FDI is not 
uniform, due to which the growth of the 
industry is hindered. On the advertising 
front, the industry spends only 0.34% as 
a share of the GDP. This is very low in 
comparison to other developed and de- 
veloping countries, as revenue from ad- 
vertising plays a vital role in the growth 
of the industry. The present low ad 
spend and high entertainment tax are a 
couple of the obstacles that need to be 
surmounted. Low penetration of this in- 
dustry among the lower socio-economic 
classes and rural areas is another big 
drawback. According to Amit Mitra, 
Secretary-General, FICCI, *The 
industry's expansion could be affected 
by widespread piracy and a lack of clar- 
ity on government policies, which are 
affecting the use of new technologies. 
Lack of adequate bandwidth is another 
concern." 


Outlook 

The industry has been projected to out- 
perform the economic growth. However, to 
realize the potential of the industry, it 
has to find solutions to the impeding chal- 
lenges. Digital theaters and multiplexes 
should be built in almost all towns of In- 
dia and not just in metros. There should 
be encouragement for home video enter- 
tainment. The film producers of India 
should build brand India for films. Most 
importantly, the industry should reach 
the masses in rural areas. Convergence 
will play an important role in the develop- 
ment of the industry where consumers 
will be able to call the shots in a converged 
media world. The need of the hour is a 
uniform media policy for all segments. 


- N Janardhan Rao and Pratichi Samal 





| Chartered Financial Analyst | 


E CORPORATE STRATEGY 


Wockhardt 


French Foray 





With the acquisition of France-based Negma Laboratories, India’s 
Wockhardt has reinforced its presence in Europe. 





With this acquisition, we have 
stepped up our sales and are on a fast 
track to achieving our corporate strategy 
of the $ 1 billion turnover by 2009. 

-Habil Khorakiwala 
Chairman, Wockhardt 


ontinuing its Merger and Acqui- 
sition (M&A) spree in the Euro- 
pean market, the Indian drug 
major Wockhardt recently acquired 
Negma Laboratories, the fourth largest 
independent and research-based phar- 
maceutical group in France, in a deal 
worth $265 mn. The all-cash deal 
marks the Indian firm's fifth acquisi- 
tion in Europe after it acquired Wallis, 
CP Pharmaceuticals (both UK-based), 
Germany's Esparma, and Ireland's Pin- 
ewood Laboratories. 
The deal, which is also the third 
largest in the history of Indian phar- 
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maceutical industry, makes 
Wockhardt the largest Indian com- 
pany in Europe, and also gives it an 
entry into France's generics market 
worth $2 bn that is growing at a 
healthy rate of 24% per annum, as well 
as a pan-European presence, spanning 
across the key markets of Europe, 
namely, Germany, the UK, Ireland and 
now France. ^We have a track record of 
successful value creation post acquisi- 
tion. We expect to demonstrate the 
same momentum with Negma", said 
an ecstatic Habil Khorakiwala, 
Wockhardt's Chairman. 

The Paris-based Negma, which 
holds 172 patents and sells three pat- 
ented drugs in France, amassed a $150 
mn turnover during the last year. The 
value of the current acquisition is 
worth 77% more than the French 
company's last year's sales or 9.7 


times its Earnings Before Interest, 
Tax, Depreciation and Amortization 
(EBITDA). Given that, while the price 
looks a little staggering, Wockhardt 
expects the synergies from the deal to 
exceed it. 


Road to France 

Indian pharmaceutical companies 
are increasingly expanding to the US 
and European markets to get a strong 
foothold mainly in the lucrative gener- 
ics market. And for this, they tread 
the M&A route. Industry analysts be- 
lieve that with rising healthcare costs 
in developed countries like the US 
and Europe, and an increasingly age- 
ing population which could further 
push the demand for medicines, ge- 
nerics promise to be a big hope for 
such markets. Moreover, much of the 
profits of Indian pharma companies 
are now being generated from over- 
seas operations rather than through 
domestic sales; in case of Wockhardt. 
post-Negma acquisition, 60% of its 
overall revenue is likely to come from 
overseas operations. 

A host of drug majors from India 
have gone for overseas acquisitions in 
recent times and that include 
Hyderabad-based Dr. Reddy's Febru- 
ary 2006 acquisition of drug maker 
Betapharm, the fourth largest generic 
company in Germany, at $578 mn. It is 
also the largest acquisition by an 
Indian pharma company so far. The 
outright purchase of Romanian gener- 
ics drug maker Terapia in March 2006 
by Ranbaxy Laboratories, India's top 
drug maker at $335 mn signals the 
same trend. 

In the same month, Ranbaxy 
snapped up GlaxoSmithKline's un- 
branded business, Allen SpA, in Italy 
and Ethimed NV, a Belgian distributor 
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The acquisition of Negma adds synergy to Wockhardt, as it adds to the philosophy of M&A 
by adding value creation in terms of asset and market penetration. 


On synergies from Negma 

The generic drug sector in Europe is poised 
for a significant market growth over the 
next five years. Already, 50% of all prescrip- 
tions are generic and are forecasted to reach 
75% by 2007. Wockhardt is poised to be- 
come one of the top 10 generic companies. 
Wockhardt’s earlier acquisition of 
espharma has pushed itself into a driving 
mode. Its acquisition of Negma Laborato- 
ries will allow to tap the French generic 
market valued at $2 bn. It will add syner- 
gies to Wockhardt manufacturing capabili- 
ties in Europe itself. Moreover, Negma be- 
ing a research-based pharmaceutical com- 
pany with 172 patents, Wockhardt will ben- 
efit in the long run in the European market. 
In short, the acquisition of Negma adds 
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CR Chenthir K 
Managing Director 
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(a subsidiary of Pharmexx 
GmbH, Germany) 





the revenue Wockhardt generates is from 
Europe compared to the 10% from other ge- 
ographies. 


On challenges Wockhardt faces from other com- 
petitors 

Over the years, the prescription of generic is 
increasing in Europe and 60% of the pre- 
scribed drug is dispensed in generic form. 
The challenges are on price fixing, the pro- 
posal of new generic pricing, and how 
Wockhardt will be positioned when com- 
pared to other companies. In India, 
Wockhardt is losing its focus, because 65% 
of the revenue generated is from overseas. 
Losing focus in domestic market is not a 
good sign, as India is poised to become a 
high yield market in the coming years. This 


is evident from the plans the MNCs have. 


synergy to Wockhardt, as it adds to the philosophy of M&A 


by adding value creation in terms of asset and market pen- 


etration. 


On Wockhardt's European M&A play 


Considering the way and pattern of acquisition, it seems to be 
a calculated move frem them. If each acquisition is managed 
properly, it.can give them a good foothold. Moreover, 45% of 


of generic drugs. Taking a cue from big 
companies, another Hyderabad-based 
pharma player Matrix Laboratories ac- 
quired a controlling stake in Belgium- 
based Docpharma at $238 mn and this 
has been the fourth-largest overseas 
accuisition by an Indian pharma firm 
so far. 

During the last summer, in its bid to 
expand into the nutritional market, 
Wockhardt acquired Dumex India from 
Roval Numico of the Netherlands for an 
undisclosed amount. By acquiring Pin- 
ewood for about $150 mn, Wockhardt 
has gained market leadership in Irish 
generic market thereby fulfilling its ob- 
jective of integration exercise to lever- 
age Wockhardt's global capabilities in 
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On future outlook 


The domestic market is predicted to grow by over 7% to be- 
come US$11.6 bn by 2009; however, Wockhardt is not show- 


supply chain, IT and finance for Pin- 
ewood. 

However, this is not the first time an 
Indian pharmaceutical company is 
making an M&A in France. Earlier in 
2003, Zydus Cadila bought Alpharma 
for about Rs. 29 cr and renamed it as 
Zydus France. In 2004, Ranbaxy en- 
tered the French market by acquiring 
RPG, the generic. arm of Aventis and re- 
named it as Ranbaxy Pharmacie 
Generiques (RPG). Another leading 
Indian drug maker, Dr. Reddy's Lab al- 
ready operates in France through its 
subsidiary. 

Though the Indian pharma players 
have started foraying into France— al- 
beit, not in a big way—the present 


ing adequate interest in domestic market. If Wockhardt con- 
tinues to focus on a few chronic segments, it is sure to benefit 
from the growth rate it enjoys in the domestic market. 


$265 mn acquisition by Wockhardt is 
strategically of immense importance. 
*With this acquisition, we have 
stepped up our sales and are on a fast 
track to achieving our corporate strat- 
egy of $1 bn turnover by 2009", com- 
mented Khorakiwala. 


Financials — In the pink of health 

Wockhardt turned in a stellar perfor- 
mance in the first quarter of the fiscal 
2007 growing its sales by around 49% 
to touch Rs.5,228 mn. The company's 
revenue from India grew by 35%, 
whereas its international business 
rose by 57%. The company's operating 
profit witnessed a robust growth of 
68% that led to a healthy 22.2% oper- 
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ating profit margin, signifying the suc- 
cess of various strategies and focused 
initiatives undertaken by it. Focused 
approach has enabled Wockhardt to 
strengthen its existing business and 
build base in new and niche therapies. 
Two new divisions, one for nutrition 
(NutriUno) and the other for dermatol- 
ogy (SkinUno) have solidified 
Wockhardt's position among the top 
Indian pharma players. In terms of 
global operations, an analysis of its 
financials suggests that Wockhardt's 
European division has been its star 
performer, growing by 93%; it accounts 
for almost 50% of its overall revenues. 
The US division, which accounts for 
around 9% of Wockhardt’s overall busi- 
ness, grew by around 15% in the said 
quarter. 

The remarkable performance of 
Wockhardt in Europe can be attrib- 
uted to new product launches and 
newly acquired business of Pineweod. 
During the first quarter of the calendar 
year 2007, Pinewood successfully in- 
troduced four new products and 
started showing improvements in the 
margins. In Germany, Wockhardt's 
business, which was going through a 
lean phase due to regulatory changes, 
is again back on growth track and now 
scaling a double-digit growth rate. In 
the UK, Wockhardt launched three 
new products in the same quarter— 
and has been able to maintain the 
growth momentum. 





| Westward 
Wockhardt’s geographical presence 


ROW, 8% 
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Synergy dosages 

With the acquisition of Negma, more 
than 60% of Wockhardt's business 
comes from Europe, compared with 
48% before the acquisition. Wockhardt 
has an impressive portfolio of 130 prod- 
ucts in the European market and plans 
to launch 24 new products within one 
year. On the other hand, Negma pos- 
sesses a strong research and life cycle 
management capability. With a rich 
portfolio of 172 patents, the French 
company holds leading positions in os- 
teoarthritis/rheumatology, phlebotonic 
and arterial hypertension segments, 
which would likely to compliment the 
existing product portfolio of Wockhardt, 
and improve Wockhardt's business in 
Europe. 

Negma's product portfolio in 
France includes: veinamitol, a vasculo 
protector, vein tonic and haemorrhoid 
treatment containing troxerutine; 
Urispas (flovoxate chlorhydrate) for 
the treatment of vesical instability; 
the antihypertensive and beta-blocker 
Nebilox (nebivolol chlorhydrate); and 
the arthritis treatment Art 50 gel 
(diacereine). 

Apart from all these, an exciting 
range of products, which are at various 
stages of development are in the pipe- 
line. The new product line has a combi- 
nation of products and new chemical 
entities. 

With this acquisition, Wockhardt's 
manufacturing capacity in Europe 


would also expand further. Negma 
owns two manufacturing facilities in 
France, one with both API and formu- 
lation capabilities, and the other is 
into manufacturing of formulations of 
capsules, powders, gels, vials and liq- 
uids only. Besides, Wockhardt has 
manufacturing facilities in the UK and 
Ireland. 

Besides, Wockhardt is seriously 
committed to augmenting R&D facili- 
ties and boasts of a multi-disciplinary 
R&D initiative which involves 450 
world-class scientists. In fact, it is one 
of the frontrunners in serious bio-tech- 
nological research in India. The R&D 
initiatives of Wockhardt are mainly 
geared toward biotechnology and prod- 
ucts that are off-patent in the devel- 
oped markets of the US and Europe as 






bv Indian Pharma | 


Acquired 
Company 


Value 
($ mn) 


Acquirer 





Compiled from various sources 


well as New Chemical Entity (NCE) 
research in the fields of sepsis and 
anti-infectives. The company’s impres- 
sive biotech product line includes insu- 
lin, erythropoietin, hepatitis B vaccine, 
interferon alpha 2B, Glargine (long- 
acting insulin) and granulocyte-colony 
stimulating factor (G-CSF). 

Analysts say that Negma acquisi- 
tion has all the ingredients to step up 
Wockhardt's sales as well as profits. 
Further, Wockhardt's impressive track 
record in M&As will also come in 
handy as it moves ahead in its French 
foray. m 


- Amit Singh Sisodiya and Sanjoy De 
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Realty Sector 








Reality Bites 


Soaring interest rates, spurt in real estate prices and tightened regulations 
could hit the apparently ‘overheated’ domestic real estate sector hard. 





n across-the-board boom in 

SEZs (Special Economic 

Zones), residential, retail, and 
commercial property segments has 
seen the domestic realty sector register 
an unprecedented growth during the 
last couple of years. The domestic real 
estate sector has grown at a rate of 30% 
per annum and is expected to more than 
triple to $60 bn by 2010 from $12-16 bn 
at present. During 2006, the sector wit- 
nessed some of the biggest land deals 
such as Unitech’s purchase of 300 acres 
in Noida for Rs.1,583 cr, and Mukesh 
Ambani-owned Reliance Group’s pur- 
chase of 7.5 hectares of commercial 
property in Mumbai for Rs.1,104 cr. In 
fact, the year saw a kind of gold rush 
towards the sector as not only the do- 
mestic deals flourished, but also foreign 
investments soared significantly. As a 
result, the share of foreign direct invest- 
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ment in the real estate market grew 
from 16% in 2005-06 to about 26% by 
March 2007, according to the Associ- 
ated Chambers of Commerce and In- 
dustry of India (Assocham). A signifi- 
cant factor driving investments is the 
diversification of local realtors into fast 
growing segments like hospitality. Of 
the major realty players, DLF, Emaar, 
MGF and Unitech, to name a few, have 
already entered into JVs with global 
hospitality majors, such as Accor, 
Hilton and Marriott. 

However, after growing at a scorch- 
ing pace, the momentum seems to be 
slowing down a bit. A straw in the wind 
is the slowing growth rate of home 
loans. Home loans, which grew over 50% 
during 2005-06, have now settled at 
around 25%, owing primarily to the 
hardening of interest rates. Home loan 
rates during the last one year have gone 


up by more than 150 basis points and 
are expected to inch up further. Rising 
property prices, which have almost 
doubled up during the last two years, 
too have put a spanner in the plans of 
customers, forcing them to put their 
plans on hold for now. While a correc- 
tion in property prices could be good 
news for prospective buyers, it could, 
however, have a dampening effect on 
the sentiments of realtors and real es- 
tate investors. 


Homes — Qut of reach, for now 
Rising inflation and soaring property 
prices have raised concerns about fur- 
ther rate hike. An alarmed central bank 
has already begun tightening the lend- 
ing rates, forcing banks to follow suit. 
Experts say that given the recent trend 
in inflation, home loan rates are ex- 
pected to rise even further. During last 
year, home loan rates hovered around 
9.5%. However, this year, they may go 
up to even as high as 14%, which could 
play spoilsport for many prospective 
home buyers. ICICI Bank, the country’s 
largest private sector bank, recently 
raised its home loan rate by 1%. This 
was the fifth increase since May 2006. 
HDFC, the country’s number one hous- 
ing finance company, too has raised its 
lending rates by 75 basis points to 
14.25%. While cumulative interest 
rates and rising property prices are 
surely hurting the residential property 
market, smaller cities have already re- 
ported a fall in property rates by 10- 
15% during the last few months. 
Soaring property prices that have 
reached unsustainable levels are also 
creating worries amongst the real es- 
tate developers, genuine buyers and in- 
vestors. Prices have almost doubled 
over the last two years, eroding the 
affordability of properties. For in- 


| June 2007 | 45 


Business Environment 





INTERVIEW 





The real estate story in India is growing bigger by the day as it continues to receive an ever- 





increasing influx of funds. 


The Indian real estate market is growing at a rate of 
30%, real estate projecis have been growing at a rate 
of 200% for the past three to four years, and the sector 
is expected to see fiveiold growth. What factors are 
responsible for the surce in the realty sector? 

Over the past decade, India has emerged as 
a leader in the global economy. It is the most 
preferred destination for Foreign Direct In- 
vestment (FDI), and has displaced Mexico as 
the third most-preferred country for foreign 


investment. Many foreign comparies are | 


Atul Mehrotra 
Director, Marketing 
Uppal Group of Companies 


starting or expanding operations im India. 
One-fifth of all Fortune 500 companies, in- 
cluding Eli Lilly, General Electric, and 
Hewlett-Packard have set up research and 
development facilities in India. The surge in 
foreign investment, more joint ventures between Indian and 
foreign companies, and the growth of India’s domestic indus- 
tries have created more employment opportunities for 
India’s young, highly-educated and professional workforce 
end fueled the growth of the country’s middle-class, 


What actions are the regulators taking in order to dampen the irrational 
surge in the sector? 

FDI under the automatic route does not require prior ap- 
proval either by the Government of India or the Reserve Bank 
of India (RBI). Investors are only required to notify the Re- 
gional office of RBI concerned within 30 days of the receipt of 
inward remittances and file required documents with that 
office within 30 days of issue of shares to foreign investors. 
The automatic route is not available to those foreign inves- 
tors who already have a financial or technical collaboration 
in the same or allied field. 


What will be the impact of lack of growth in infrastructure facilities on 
the realty market? 

The growth of infrastructure is the backbone for any modern 
economy. The slackness of the slow development in any infra- 
structure will have a negative impact on the realty market; 
the reason being, if there is no infrastructure social develop- 
rrent, or the development is very slow. the demands will also 
become less. This will, in turn, affect the realty market as the 
investment will also be less in such situations. 


Will the recent rise in interest rates and additional pressure on house- 
held budget have any effect on the residential property market? 
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With the rise in the Rol, we will definitely 
witness certain changes in the purchase be- 
havior in the residential property market. 
However, it is imperative to note that more 
than the tier-I cities, it will be the smaller 
towns that will get affected by this rise in 
interest rates. 


What will be the impact of increasing inflows of 
FDIs and foreign Private Equity Funds in real estate 
market on the economy? 

It will have a very positive effect on the 
economy for the real estate market. More 
investments would mean that the market is 
more open to the world, and we will be able 
to define ourselves in a much better way as a 
global player. 


While the US real estate market is moving southwards, how do you see 
the future of Indian realty sector? 

The real estate story in India is growing bigger by the day 
as it continues to receive an ever-increasing influx of 
funds. While more than 35 big-ticket foreign funds have 
already checked in, the first half of 2007 will see at least 
20 more funds making an entry into India. This means 
that US$10 bn of FDI will be injected into the real estate 
sector. 

Merrill Lynch forecasts that the Indian realty sector will 
grow from US$12 bn in 2005 to US$90 bn by 2015. Retailers 
in India—the most aggressive in Asia when it comes to ex- 
panding their businesses—are creating a huge demand for 
real estate. The Jones Lang LaSalle third annual Retailer 
Sentiment Survey-Asia revealed that India topped the chart 
with 45%, followed by Greater China at 27%, and other 
Southeast Asian capitals at 6%. 

While the last decade saw the transition of sleepy towns 
such as Gurgaon, Noida and Faridabad into enviable ad- 
dresses, today these tier-I towns, as they are called, are 
saturated and far beyond the means of the middle-class. 
Naturally, the opportunity in the residential development 
in tier-II and tier-III cities—such as Hyderabad, Cochin, 
Chennai, Coimbatore, Gurgaon, and Pune—is equally 
enormous. 

If the year 2006 was marked by some of the country's 
biggest land deals, the future of India is set to usher in the 
gold rush of realty. 
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stance, land prices in Andheri, Malad, 
Goregaon and Powa of Mumbai have in- 
creased by 63% in 2006 as compared to 
that of 2005. 

The situation is even worse in areas 
such as Delhi and Gurgaon, where prop- 
erty rates have appreciated by 113% in 
2006. The situation is more or less 
similar in other metros as well. Rates of 
commercial properties have increased 
by 150%, 105%, and 83% in Gurgaon 
(prime), Central lower Parel and 
Bandra Kurla respectively. 

Even the residential property rates 
in key cities have peaked up, thus be- 
coming out of reach for the middle-class 
families. For instance, Mumbai saw an 
average rate change of 85-110% in 2006 
over the previous year, while Bangalore 
witnessed an increase of 50-60% during 
the same period. “Prices in the real es- 
tate sector are at their peak. We have 
already seen a slight dip in the demand 
and some softening of prices in select 
pockets such as Whitefield, Noida and 
Ghaziabad,” said Renu Sud Karnad. 
Executive Director, HDFC. Karnad 
adced, “A combination of prevailing 
prices in the real estate sector and ris- 
ing interest rates will see some inves- 
tors exit the market. 

“Sudden and sharp rises in interest 
rates have meant that usual buyers 
have to now fork out more towards their 
purchase as well as home loan EMI; in 
some cases, it also means long tenures 
of repayments as buvers find it difficult 
to shell out high EMIs." “A lot of dam- 


Homes Unreachable 
Rising rates 
(up to Re. 2.09 lakh and Rs. 10 lakh and above) 


7 
Dac H Feb 04 Nov '04 Jun 05 Now '06 Feb "6 May '06 Aug 06 Oct "OE Jan 07 
, data not available 


Saurce: Various Sources 





48 June 2007 | 


age has been caused by higher interest 
rates and EMIs have increased by 30- 
35%,” said Niranjan Hiranandani, 
Managing Director, Hiranandani Con- 
structions. 


On a shaky ground 

In fact, the hardening interest rates and 
waning customer interest have turned 
the heat back on realtors as they face a 
slew of new challenges. Access to capi- 
tal is the main challenge faced by real 
estate developers now. Previously, de- 
velopers relied mainly on the money 
made from pre-launches of projects. 
Now that the home loans have turned 
more expensive, consumer interest has 


The hardening interest rates and waning cus- 
tomer interest have turned the heat back on 
realtors as they face a slew of new challenges. 


drastically faded, which has a bearing 
on the developer’s ability to develop 
projects. Added to this are the rising 
cost of debt as the lending rates have 
hardened and reluctance of banks to 
overexpose themselves to the sector. 
The RBI has already tried to restrict 
credit flow mainly to the commercial re- 
alty by increasing the risk weightage. 
The RBI's move to reduce liquidity, by 
raising risk weights and increasing pro- 
visioning and hikes in policy rates, has 
made the banks more cautious. The 
banks have raised the lending rates 
from 9-11% (rate three months ago) to 
13-15%, which has directly affected the 
realty firms. Around 15% of the total 
bank credit goes towards funding the 
real estate sector. Of this, more than 
80% comprises of lending home loans 
for the individual borrowers (residen- 
tial housing), and the remaining goes 
for the commercial properties. “The gov- 
ernment has treated real estate in a 
shabby manner and it’s trying to mop 
up money from the sector in every pos- 
sible way. That is going to hurt the 
affordability for a lot of people,” says 
Hiranandani. 


Accessing funds, hence, is a major 
challenge for realtors now. Raising capi- 
tal through capital market too is not an 
easy option for them due to stringent 
norms introduced by the market regula- 
tor as a pre-emptive move to check fly- 
by-night players. The Securities and 
Exchange Board of India (Sebi) recently 
decided to tighten IPO (Initial Public 
Offering) regulations, as it found the 
ownership of property with some listed 
realty firms messy because of the lack 
of proper regulations in the construction 
industry. 

On the IPO valuation front, ‘the red 
herring prospectuses’ (prospectuses 
which do not have details of either price 





or number of shares being offered or the 
amount of issue) of some companies 
have made no disclosure of the land. 
Banks and some firms that have dis- 
closed the valuation have included a 
substantial percentage of land not 
owned by the company. Hence, manda- 
tory [PO grading, which has now been 
made compulsory by Sebi, will help 
check any misinformation by compa- 
nies to prospective investors. 

On the positive side, the RBI's re- 
cent decision to reduce the risk 
weightage for house loans gives some 
relief to the genuine buyers. The RBI 
has notified the reduction in risk weight 
of up to Rs.20 lakh to individuals 
against the mortgage of residential 
housing properties from 75% to 50%. In 
addition, the government is also plan- 
ning to give home loans at lower than 
market interest rates to first-time 
home buyers. The banks and housing fi- 
nance companies have also been ad- 
vised by the policy-makers to give a re- 
bate of 1-2% to the first-time home buy- 
ers. The banks and finance companies 
will get the compensation from the sub- 
sidy allotted in the central budget. 


| Chartered Financial Analyst | 


Demand-supply Disparity 





Despite Strong Demand, Supply is Likely to Exceed 


Market Absorption Estimated Estimated Excess supply 
In 2006 supply in 2007 absorption (% of estimated 
(mn sft) (mn sft) in 2007 (mn sft) supply) 


Hoping for a rebound 
If the year 2006 was marked by some 
of the country's biggest land deals, the fu- 
ture of India is set to usher in the gold rush 

of realty. 

— Atul Mehrotra 
Director (Marketing), 
Uppal Group of Companies. 


Lack of infrastructure, high taxa- 
tion and time-consuming approvals 
that add to the cost factor have emerged 
as major challenges to the sector. Other 
systematic issues, such as the RBI's re- 
striction on home loans and increased 
risk weightage on banks, have closed 
the doors for legitimate financing of the 
real estate sector. 

Moreover, the real estate projects 
have to go through complex clearance 
stages; and the builders have urged the 


regulators to simplify the process. "It is 
absurd that for the same transaction, 
one has to pay stamp duty, VAT and 
service tax," said Jaishankar, Manag- 
ing Director, Brigade Group. *The key 
concerns for the industry are taxes, 
clearances and infrastructure," echoed 
Irfan Razack, Managing Director, Pres- 
tige Group. 

However, Edelweiss Research is op- 
timistic about the sector's performance. 
It reports that there will be an increase 
of 33% in total construction area over 
the next five years, which includes aver- 
age annual addition of 2.3 billion sq ft 
in residential, 61 million sq ft in office 
and 25 million sq ft in retail space. This 
additional growth requires an invest- 
ment of $91.5 bn, a significant increase 
from $50.5 bn in 2005-06. Out of these 
investments 91% will be going to the 


Realty Sector 


residential sector, while SEZ and hotel 
construction will further strengthen the 
growth profile. However, the sector has 
to become much organized and encour- 
age institutional funding. Currently, In- 
dia holds investible real estate assets 
of about $50-80 bn, or 6-10% of GDP, 
compared to developed nations with 40- 
50%. Investible assets are expected to 
rise by 20-25% of GDP in the next 10 
years. 

"The correction in real estate prices 
is likely to be short-lived and confined 
to some overheated locations, where 
supply is more than demand. With 
strong economic growth constantly gen- 
erating new buyers, the upward rend in 
prices will resume over the next four to 
six months," said a report by FICCI. 
Concurring with the same opinion, 
Girish Nadakarni, COO, Investment 
Banking & Institutional equity, IL&FS 
Investmart, said, “Despite concerns 
over a real estate bubble, the Indian 
real estate is a sunrise sector where a 
lot of work has to be done. There are sev- 
eral opportunities lying ahead of this 
sector and the outlook is quite positive. 
Also, the foreign funds are investing in 
companies engaged in big infrastruc- 
ture and other related projects, which 
have lucrative earning prospects." 
While it may not be a repeat of 2006's 
performance, given the success stories 
of the retailing and the hospitality in- 
dustries, the real estate sector can also 
look forward to improved fortunes. m 


- Amit Singh Sisodiya and P Kavitha 
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Australian Economy 


Losing Sheen? 








The Kangaroo economy is losing the lucky tag going by the adverse 


economic conditions, which call for immediate measures to augment the 


growth rate. 





ny assessment of Australias 
potent, vibrant, and globally 
ompetitive economy may 
present it as a ‘miracle economy’. With 
dynamic private sector and a skilled 
and flexible workforce, the nation’s 
spectacular economic performance 
stems from efficient economic manage- 
ment and ongoing structural reform. 
The economy has been in a happy state 
for much of the past several years. 
Having a more comprehensive policy 
framework in place, the economy stays 
an attractive destination for invest- 
ment. The lucky economy keeps getting 
luckier by heading into its 16" consecu- 
tive vear of unbroken expansion, accel- 
erated doubly as fast as expected quar- 
ter-on-quarter in the last quarter ef 
2006. 
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Australian economy has achieved a 
lot over the past 16 years. The central 
bank has attempted to keep inflation in 
control. The Kangaroo economy has 
grown at an average annual rate of 
3.65%, well above the Organization for 
Economic Cooperation and Development 
(OECD) average of 2.5% since the mid- 
1970s. Corporate earnings (as a share of 
national income) are at a record high. Its 
real gross domestic income has grown by 
an average of 4.5% over the past four 
years. 

The global economic condition has 
gone in favor of Australia since the early 
1990s. Thanks to the ascending global 
demand, it has been blessed with a surge 
in the prices of its exports, a sharp and 
sustainable rise in terms of trade and the 
ratio of export prices to import prices. The 


rise of China as a major player in the glo- 
bal economy has been particularly benefi- 
cial for Australia, booming the prices of 
Australia's exports. Due to its bettered 
terms of trade, Australia acquires more 
from its wares than it used to. Surpris- 
ingly, the country's terms of trade have 
leapt by 30% over the past three years to 
their highest level in over half a decade. 
There is a sky-high rise mainly in prices of 
the country's resource-based exports and 
the sustained command over global pro- 
duction thereby increased. 

But this good fortune is now under 
question. Many of the prominent drivers 
of the Australian economic growth over 
the past years are now becoming color- 
less. Climate variability, large current 
account deficit, and unexpected inflation 
rise have been major hindrances to the 
advancement of the economy. 


Persistent current account deficit: 
The major deterrent 
Notwithstanding the tremendous ad- 
vance in its terms of trade and commodi- 
ties boom, the economy still runs a huge 
current account deficit, close to 696 of the 
Gross Domestic Product (GDP) in the 
fourth quarter of 2006. With the govern- 
ment budget in surplus, the current ac- 
count deficit is largely the result of pri- 
vate sector trade and income flows. The 
country's GDP understates the economic 
gains of the commodity boom. Articulat- 
ing more precisely, its export volumes 
have grown by only 1.5% a year since 
2000, down from an annual average of 
8% in the 1990s, while the import vol- 
ume decreased due to a slowdown in do- 
mestic demand growth. The exports vol- 
umes are experiencing hard-and-fast 
limitations from port, rail, capacity, and 
weather. Manufacturing and services ex- 
ports have been suffering due to the rise 
in the exchange rate to a 10-year high. 
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Be it your children's higher studies 
or familial ceremonies 
or future business ventures, 
you need to plan well ahead 


TMB helps you set the stage for a clear head start 
with its “55 Months Deposit Scheme" 


TMB presents 55 months deposit 
scheme that carries highest 
interestrates of 10.7596* unlike any 
other deposit scheme. It will come 
in handy when you plan for your 
children's higher studies or 
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scheme stands to give you 
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55th month. 
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INTERVIEW 


it is true that a dramatic downturn in the Chinese and Japanese economies would hurt the 
current resource boom, but that doesn't seem to be an imminent threat. 


The Australian economy has been ranked top 
among the developed economies in recent years. 
However, a recent study says that “the lucky 
economy is experiencing severe economic prob- 
lems”. What is your taxe on it? 

Prof. Craig Freedman: Drought is a prob- 
lem as well as a misuse of waterways. This is 
expected to hit the agricultural sector. How- 
ever, at the moment, there is no ser:ous infla- 
tion problem. Unemployment is at its lowest 
point in 30 years. Growth continues at a rate 
between 2.5% and 3.0%. It is true that a dra- 
matic downturn in the Chinese and Japa- 
nese economies would hurt the current resource boom, but 
that doesn't seem to be an imminent threat. In Australia 
itself, there is no general consensus that the country is experi- 
encing severe econcmic problems cr that such problems will 
occur in the near future. 

Prof. John Freebairn: Since 1991, the Australian economy 
has experienced a sustained period of economic growth with 
low inflation, and the outlook for the next few years remains 
strong. Real GDP per capita has risen over 30%, and 
Australia's per capita income ranking among OECD coun- 
tries has risen from 15 to 10. Inflation has been within the 
Reserve Bank's target range of an everage of between 2% and 
3% per year over the economic cycle. Increases in real wages, a 
fal! in the unemployment rate from over 10% to under 5%, and 
more generous socia! security payments have spread the ag- 
gregate income gains across the population as higher living 
standards. 

Factors behind zhe long economic boom include a stable 
macroeconomic environment, inflation targeted monetary 
pclicy, balanced government budgets, the fruits of substan- 
tial microeconomic reform over the 1980s and 1990s, some 
catch-up on internstional best practice, and since 2002 a 
marked increase in Australia's terms of trade. 

Prof. Philip Adams: The facts are: (1) Inflation is running at 
around 2.5% per year, below the level that would cause the 
Reserve Bank tc consider increasing interest rates; (2) The 
unemployment rate is just above 4.5%, the lowest level of the 
pest 30 years; (3) Growth in rea! GDP is fairly stable at 
around 3.0% per annum; (4) Productivity growth is at or just 
above its long-term average rate of 1.595; (5) The balance on 
current account is in deficit by around 5.5% of GDP. This is 
large, but appears sustainable with the value of the Austra- 
lian currency remaining strong—suggesting that foreign in- 
vestors remain confident in Australia's investment potential; 
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Craig Freedman 
Associate Professor. 


Department of Economics, 
Macquarie University, Australia 





(6) Skill shortages are starting to appear in 
some areas of the labor market. However, 
this is a natural consequence of very strong 
growth, now with low unemployment. Gov- 
ernment debt is almost zero, and the Fed- 
eral government balance is strongly in sur- 
plus. All in all, a positive story I would have 
thought. 


In your opinion, what are the concerns that the 
economy is facing because of a severe current ac- 
count deficit? 
Prof. Craig Freedman: The growing cur- 
rent account deficit hasn't been discussed seriously in a num- 
ber of years. In a very practical sense, as long as lenders over- 
seas continue to be willing to lend to Australian borrowers, 
there is no problem. It would only become a problem if those 
lenders lose confidence. Certainly, if the Australian economy 
were to falter badly, lenders could become less eager to extend 
credit. That would push up interest rates which would flatten 
the economy even more and make lenders even more pessi- 
mistic. However, with 16 years since the last recession having 
now gone by, there is generally a lack of interest in that sort of 
crisis scenario. No one I can think of talks about policies to 
reduce foreign debt. In 1996, the current Prime Minister John 
Howard based his campaign in part on reducing this over- 
hang. Since he has been in office, the current account deficit 
has steadily grown. But with uninterrupted economic growth, 
no one any longer displays any interest in it. 
Prof. John Freebairn: Over recent years, Australia's cur- 
rent account deficit has increased to about 6% of GDP, and 
this is above its long-term average of between 2% and 4%. 
This is a part of the global imbalances of the oil exporting 
countries and North-East Asian countries on the net lending 
side and the Anglo-Saxon countries on the borrowing side. 
At least in Australia, there is little concern about the cur- 
rent account deficit and build-up of foreign debt. Private sec- 
tor borrowers have judged that the resulting investments will 
return enough to repay the principal and interest, and still 
leave a profit. A possible concern is that concessions in the 
Australian tax system encourage excessive private invest- 
ment in the housing stock relative to business investments in 
equipment, buildings and R&D. Overseas lenders also judge 
that they will receive a good return on their savings placed in 
Australia. Almost all of the Australian overseas debt is held 
by private sector borrowers and it is either in $A or hedged in 
$A. Clearly, ultimately the debt has to be repaid, but in the 
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meantime, it is funding productive investment which exceeds 
domestic saving. 

Prof. Philip Adams: A large current account deficit requires 
a large surplus on capital account (i.e., it requires strong capi- 
tal inflow). If this were not the case, then the current account 
deficit could not persist — without accommodating capital in- 
flow, the real value of the Australian currency would collapse 
and the current account would shift towards balance. Pro- 
vided there is accommodating capital inflow, 
then there is little problem in running a se- 
vere current account deficit —note that the 
US is in a similar situation. 

Of course, large current account deficits 
feed into a large stock of net foreign liabili- 
ties. Is this a concern? Not really, as it is con- 
sistent with a worldwide trend of globaliza- 
tion, which will be with us for the foreseeable 
future. 


Do you think that the present spate of inflationary 





Australian Economy 


tainly has performed better than the US, the UK or most 
continental European countries. As far as government policy 
goes, its major contribution has been to not do anything to 
badly cripple the economy. Monetary policy has been moder- 
ate. I can't see that recent structural reforms have done much 
to either hinder or help growth. They seem entirely political in 
nature. 

Prof. John Freebairn: Since about 1999, the rates of both 
labor productivity and multifactor produc- 
tivity growth in Australia have halved rela- 
tive to the preceding decade, and absolute 
productivity remains at 20% or more, below 
world best practice. While the reasons for 
the slowdown are not fully understood, at 
least three factors are thought to be respon- 
sible. Principal among them must be the 
lack of active microeconomic policy reform 
since the mid-1990s. Also, potentially im- 
portant is the move to full employment, 
which has been encountering capacity con- 


situation is a matter of serious concern? John Freebairn 4 straints. And lastly, some of the invest- 
Craig Freedman: At the moment, there Professor of Economics, ment in recent years is still to show-up as 
seems to be no serious inflationary pressures The ior am increased production. 


within the economy. Certainly, the Reserve 
Bank is not expected to raise rates in reac- 
tion to any such pressures. If anything, with a strong Aussie 
dollar, imports are cheaper. The only real potential problem 
rests with the food sector, where persistent drought and poor 
water management are likely to result in a poor harvest. In 
particular, there are good reasons to believe that the price of 
fruits and vegetables will rise. However, that could be to some 
extent ameliorated by increased imports. Asset inflation is 
no longer as worrisome with most property markets stabiliz- 
ing. 

Prof. John Freebairn: While the Australian economy is 
considered to be running close to full capacity, I contend that 
this is arguable, and current estimates of the underlying in- 
flation rate are below 3% per annum. While the official unem- 
ployment rate of 4.5% is at a 30-year low, there are many 
more people who say they are underemployed and want to 
work more hours. The workforce participation rate has been 
growing with greater prospects of winning a job, and 
Australia's workforce participation rates for older (over age 
45) workers and for married women remain well below top 
OECD country percentages. 

Prof. Philip Adams: No. Given the surge in oil prices and 
domestic factors such as drought, which has increased food 
prices, Australia has done remarkably well to keep a lid on 
inflation and on inflationary expectations. 


Despite the structural reforms and the introduction of a robust macro- 
economic framework which have bolstered resilience in the recent 
past, why has the economy been witnessing a slow economic growth? 
Prof. Craig Freedman: In terms of growth, the Australian 
economy has been performing above the OECD level. It cer- 
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Prof. Philip Adams: Australia's growth 
rate at present is around 3.0%. Annual 
growth over the past 10 years has not fallen below 2.0% and 
has been as high as 4.5%. This is a remarkable record for 
Australia—a decade of growth rates above 2.0%. When 
viewed from a longer term perspective, therefore, Australia 
has not witnessed slow growth; it has witnessed a very strong 
phase of growth. 


How do you foresee the future of the Australian economy over the next 
five years? 

Prof. Craig Freedman: The Australian economy, for the 
last few years, has been sustained by the commodity boom, 
particularly the demand for minerals. Coal remains the ma- 
jor export. Although over time, Australian service and manu- 
facturing exports have been growing at a faster rate, it has 
been resources that have made the big difference. That is why 
it has been the big mining states like Queensland and West- 
ern Australia that have seen the most growth over the last 
two years. Whether or not this continues will depend on the 
Asian growth, especially in China, Japan, and India. Trade 
definitely will continue to shift in the direction of these three 
countries as well as overseas investments. The economic fu- 
ture of Australia is no longer tied to the US. It is fair to expect 
that Free Trade Agreements will be signed with both Japan 
and China within the next year. 

Unfortunately, Australia has been ignoring for too many 
years the basic infrastructure issues. Here in Sydney, I watch 
the water from rainstorms simply flow into the ocean despite 
serious drought conditions. Land and water use has not been 
efficient. Australia's major river basin is silting over. Invest- 
ment in education has been largely insufficient, with tertiary 


| June 2007 | 53 
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'BankMARCH-SQA* is a proprietary model to assess Customer Service 
Quality for Bank Branches. 

Customer service quality is a combination of quality aspects of physical 
environment & infrastructure and service process & functions. It is 
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e Customers’ Perceptions on the services and products 
e Customers’ Satisfaction on the services and products 
e Customers’ Need and Gap in the services and products. 


! A ‘Service Quality’ audit is an aid to 


e Measuring satisfaction level of the customers 


Identifying changes required in infrastructure, 
systems and procedures 


e Monitoring 'Customer Churn' 
e Tracking satisfaction level over time 
e [t will help you strengthen your relationship with your customers 


It will help vou understand your customer expectations (quality, 
service and performance) more clearly, and take suitable steps to 
measure up to them. 



































MARCH Marketing Consultancy & Research, a research based 
consulting organization based in Hyderabad, has developed this model, 
keeping in mind these aspects. 





Features of BankMARCH-SQA" 
e [t assesses bank branch's customer service quality through 
set of statistical techniques and mathematical algorithms. 
e it analyses the gap between the service expected by the 
customers and actual service delivery effected by the bank 
branch. 


j Deliverables 


e  Need-Gap analysis (‘Expected Service’ Vs. ‘Actual Delivery of 
Service’) 
Customer satisfaction Index & Service Quality Index 
Customer Profile details 
MARCH's Recommendations. 


For more information, please contact: 
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Service Quality & Satisfaction Measurement Division 
MARCH Marketing Consultancy & Research 
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Australian Economy 





education regarded as a profit center. Insufficient invest- 
ment in transport makes commuting difficult and distribu- 
tion more costly than necessary. The public 
health system is also overstretched and not 
capable of dealing with the expected in- 
creased demand over the next five years. 
Australia has a whole generation which 
has not witnessed economic downturns or 
recessions. They tend to believe that income 
can only keep growing and jobs forever ex- 
panding. In this sense, Australia is not well 
placed to take a hard shock should one 
develop. 
Australia has also put its mining inter- __ 
ests ahead of any other consideration. That 





But, clearly Australia faces a number of challenges, and 


its politicians, businesses and households will have to accept 


many changes ifthe opportunities for further 
economic growth and higher living stan- 
dards in the future are to be realized. 
While the current high commodity 
prices ultimately will fall as world supply 
catches up with demand, albeit a growing 
world demand for energy and minerals, the 
increases in commodity production and ex- 
ports will increase the sector's share of the 
economy, which will contribute to pay-off 
Australia's overseas debt. This means the 
A production of labor-intensive and low-skill 
manufacturing products will contract in 


is why the delayed government response to TOP - Policy Studies Australia, and the growing demand for such 
the threat posed by global warming is fo- Monast University, Clayton, products will be provided by increased im- 


cused on clean coal research and nuclear 
power (more uranium mining). 

Of course, five years ago, I wasn't par- 
ticularly optimistic about Australia's future either. Judging 
then from my past record, it is probably safe to say that the 
Australian economy will continue to grow at a respectable 
rate over the next five years and remain flexible enough to 
adjust to whatever unanticipated shocks may come its way. 
Prof. John Freebairn: Australia, which often has been de- 
scribed by some of its analysts as the 'Lucky Country, is likely 
to experience better economic outcomes in the future. It has 
the advantages of a well-functioning market economy with 
clearly defined property rights, democratic and relative cor- 
ruption-free institutions and social mores, a generous endow- 
ment of natural and human resources, and social cohesion. 


Victoria 3800, Australia. 





ports from India, China and other develop- 
ing countries. 

Australia is yet to seriously confront the 
challenges of climate change and an ageing population. 
While Australia has not fallen into the European sclerosis of 
resisting microeconomic reform, clearly it has dropped the 
ball. Innovative approaches to the provision of education and 
health, reviewing regulations, taxation and welfare support 
to meet equity objectives, and the management of water and 
climate change are just a few examples of the policy chal- 
lenges facing all levels of government. 


Prof. Philip Adams: There is little on the horizon to suggest 
that the current healthy situations will not persist for some 
time. 


Obviously, the required reduction in the 
imports may not be possible at the cur- 
rent exchange rates and interest rates. 


Australian Export and Import Prices 
in Real US$ Terms 


2004-05 = 100 


Export Prices 


59 63 67 71 75 79 83 87 91 95 99 03 07 


Sources: Australian Bureau of Statistics: 
US Bureau of Economic Analysis; Economics a) ANZ 


| Chartered Financia! Analyst | 





Disastrous drought: A perennial 
problem 

Recently, Australia experienced a severe 
drought, which is having a devastating ef- 
fect on the entire economy, especially the 
agricultural sector. The drought seems 
unnaturally terrible. The periodic 
weather pattern, EI Nino, has been the 
main culprit in bringing drought to Aus- 
tralia at irregular intervals and it lasts 
for an unpredictable period of time. Res- 
ervoirs are drying up forcing more and 
more farmers to commit suicide as they 
are going bankrupt. It is hard to believe 
that the country's biggest river, Murray- 
Darling, received only 7% of its normal in- 
flows in 2006 after a number of prior 
parched years. Many parts of the river 
basin, normally used as agricultural 
land, have been affected by drought for 


more than a decade. There are strong re- 
strictions on all the big Australian cities 
regarding their usage of water. Recently, 
the situation has reached such a stage 
that Brisbane, an important city in the 
eastern part of Australia, plans to recycle 
sewage. 

According to government estimates, 
this year's drought — described by the 
Australian Prime Minister John 
Howard as the ‘worst in a century — 
could cut down farm output by a fifth and 
may cripple the progress of the world's 
third largest wheat exporter. Rural ex- 
ports have also been severely affected by 
the drought. At this moment, Australia 
needs an effective water management 
strategy to fight against the natural 
variation caused by man-made global 
warming. 
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Australia's Terms of Trade 


2004-05 = 100 


59 63 67 7) 75 79 83 E7 91 95 99 23 77 


Sources: Australian Bureau of Statistics: 
US Bureau of Economic Analysis. Economics n ANZ 


Productivity miracle: Moving at a 
snail's pace 

Most distressingly, the country's productiv- 
ity pace has come down. The productivity 
growth has slowed to an annual rate of only 
1.2% since 2000, from 2.45 in the 1990s. 
Recently, IMF in its half yearly World Eco- 
namic Outlook released in Washington, 
brought down its forecast for the Austra- 
lian economic growth in 2007 to 2.6% trom 
the previous prediction of 3.5%. 

The thorn in the flesh is capacity 
constraint. The labor productivity is 
moving southward. There is a shortage 
of workers as well as lack of proper in- 
frastructure in the economy. At present, 
there is little capacity to add to the pace 
of mineral exports. A lower currency and 
the benefits of more investment in min- 
ing will clearly assist in the long run, 
but that will probably not be apparent 
in the near future. 


Soaring inflation: The cause of 
concern 
From the recent IMF report, the inflation 
in the country is above the Reserve Bank's 
target of 2-3%. It shows that the inflation 
rate will also remain near the top of the 
central bank's target band in 2007. It has 
seen an upward motion in commodity 
prices. That reflects both a lower overall 
growth path and limited potential for the 
customers (especially in the non-rural ar- 
eas) to sustain further rapid price rises. 
If the inflation does not go down as ex- 
pected, the Reserve Bank may need to fur- 
ther tighten the monetary policy. Some ex- 
perts expect the central bank to lift its in- 
terest rate. The Reserve Bank increased 
the interest rate overnight, three times 
last year. But the rises clearly had mini- 
mal impact. The most important move in 
November took the rate to a six-year high 
of 6.25%. If the monetary or the fiscal policy 
attempts to step up the domestic demand 
at faster than 3% pa, the result will ines- 
capably be either higher inflation or huge 
current account deficit, or both. 


Future ahead 


The emerging challenges are not insur- 
mountable. In spite of the deflation in its 
housing bubble, the economy keeps 
bouncing along. Their strong trading re- 
lationships with the booming economies 
and successful management to avoid re- 
cession over the last 16 years have 
proved to be an excellent starting point. 
The Reserve Bank is also taking some 
welcome moves to reshape the existing 
monetary policy to have a control over the 
unexpected inflationary pressure. 


Australia's Export Volume 


% change (5-year moving average) 
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At the same time, we cannot predict 
that the continuous current account 
deficit would derail the miracle 
economy. No doubt Australia has a long 
history of large and persistent current 
account deficit, but emphasis should be 
given to all the arms of policy, in both 
macro economic and micro economic 
spheres to curb the current account defi- 
cit. A stable government, reliable and 
sustainable fiscal and monetary poli- 
cies, a sound financial system based on 
efficient regulation and supervision are 
some of the vital features of the Austra- 
lian economy's resilience. The rising 
problems will not put the economy in à 
vulnerable situation if the government 
takes prudent decisions in time to mini- 
mize the impact of the unavoidable 
bumps ahead. m 


— Siba Prasad Pothal 
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Losing Cost Advantage? 
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Amidst rising costs. there is a growing concern whether India could maintain 


its leadership in outsourcing. 


he outsourcing industry has 

emerged as the golden goose of 

the moment going by India's in- 
herent strengths. The business of 
outsourcing has been witnessing tre- 
mendous growth and diversifying the 
focus from voice-based contact solu- 
tions to knowledge-based services. 
About 70% of today's IT-enabled ser- 
vices are easily carried out from remote 
offshore locations. Among the low-cost 
destinations, India ranks top with an 
‘unbeatable mix’ of low-costs, language 
skills, and business environment, and 
enjoys a high markez share of $30 bn 
including IT-enabled services and soft- 
ware development. It also expects a 
growth rate of 28% in the current fiscal 
year, and revenues are likely to exceed 
$47.8 bn. According to Nasscom re- 
ports, contribution to GDP is estimated 
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to be 5.4%—up from 4.8% last year— 
and it is estimated to grow to $60 bn by 
2010. The total value of global 
outsourcing is around $300 bn in 2005- 
06, and the US alone contributes 70- 
80% of this business. 


A preferred destination? 

Over the years, India has emerged as 
the most preferred outsourcing desti- 
nation going by its cost advantage. 
However, with rising labor shortage 
and wage inflation, India may be slip- 
ping as other countries are emerging 
as low-cost destinations. According to 
a report from global market research 
firm, Gartner Inc., “Labor crunch and 
rising wages could erode as much as 
54% of India's outsourcing industry." 
A host of emerging outsourcing desti- 
nations like Philippines, Malaysia, 


Vietnam, Hungary, and Poland are 
gearing up to challenge India's domi- 
nation in the outsourcing business. 
Besides, most US companies are 
starting and maintaining their own 
call centers, and administrative and 
accounting processes in low-cost des- 
tinations to minimize the business 
cost. Though India's infrastructure is 
improving, the industry is demanding 
more. A Gartner report warns: *Un- 
less India devises a long-term road 
map to improve infrastructure and 
consistently grow its skilled labor 
force, India will see some of its off- 
shore BPO clients shift business else- 
where." 


Rising wages 

As the industry is growing at the rate 
of 30%, the talent crunch is becoming a 
major problem. Attracting and retain- 
ing talent is the main concern for 
offshoring companies today. Anxious 
to retain their employees, BPO compa- 
nies are offering high salaries. For in- 
stance, a person who starts working for 
an MNC after completing his/her 
undergraduation stands, perhaps, to 
earn Rs. 10,000-15,000 per month. 
The salary jumps to Rs. 25,000 the fol- 
lowing year, and he/she becomes a 
team leader a year after. Along with 
salary, free transportation, food, and 
other perks are provided. Wages in In- 
dia have been rising at a rapid pace 
from 13.7% in 2004 to 14.5% in 2007. 
Experts say that even though there is 
15% wage inflation in India, 60% cost 
savings can be achieved with the help 
of offshore business. Employees with 
laudable skills do job-hopping for high 
wages, which is adding fuel to the 
flames of wage inflation. If this trend 
continues, there is a chance that India 
would lose its cost advantage. Ana- 
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INTERVIEW 


In the globally-linked economy, it would be foolish to ignore the fact that a lower 
cost destination will have the ability to draw business away from India. 


How far will the increasing costs affect low-cost 
outsourcing destinations like India? Do you think 
India is in the process of losing its competitive 
advantage? 

There is no doubt that increasing costs 
will affect low-cost outsourcing destina- 
tions such as India; however, the effects of 
increased costs will depend on how high 
salaries get in places such as India. It's 
difficult to tell what type of effect increas- 
ing costs will have on India; however, it is 
important to point out that India does 
have a lot of CMMi level 5 certified engi- 
neers, and this continues to attract busi- 
ness from destinations such as the US. 


Does this trend offer an opportunity to other 
cost-effective destinations? 

In the globally-linked economy, it would be foolish to 
ignore the fact that a lower cost destination will have 
the ability to draw business away from India. However, 
the real question is whether or not they have the techni- 
cal skills to properly compete with engineers in India 
who have shown themselves to be highly capable. In my 
opinion, a lower cost destination will have increased 
draw for companies in the US or Europe if they are geo- 
graphically closer to the companies that are outsourcing 
jobs to these destinations. One of the key challenges in 
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the US and Europe among managing ex- 
ecutives is the need to work extremely 
long hours when they have projects 
outsourced to Indian companies. 


Amidst the increasing costs, how would the on- 
going talent crunch impact these low-cost desti- 
nations? 

A lot of these low-cost destinations are 
encouraging students to go into informa- 
tion technology and have training pro- 
grams to bring older workers into the IT 
industry. There are also tax incentives 
that encourage companies from around 
the world to outsource jobs to the geo- 
graphic locations, so the talent crunch in 
India could be encouraging more people 
to choose these secondary and tertiary outsourcing des- 
tinations. 


How would you correlate the weakening of the dollar with the 
fortunes of low-cost outsourcing destinations like India? 

If the rupee has gained against the dollar, it is obvious 
that the business executives are going to start looking 
for cheaper destinations to outsource IT projects. That's 
the nature of the globally-linked economy; executives 
with budget authority are looking to get the most pro- 
ductivity for their dollar spent. 


lysts say that the industry is facing a 
'serious' problem, as benefits from 
offshoring may become harder to come 
by than is widely assumed. According 
to a survey done by AT Kearney, a man- 
agement consulting firm, the total 
compensation costs in developing 
countries rose by 40% in the year 2006, 
whereas in developed countries like 
the US it rose by 10%. Offshoring des- 
tinations are in the process of losing 
their cost advantage. With the rise in 
offshore costs, there is a great impact 
on Indian service providers who were 
enjoying huge profits by providing ser- 
vices to western companies. 
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Losing cost advantage? 

The average pay hike given by Indian 
companies was higher at 14.9% com- 
pared to any other country, which 
means that the cost advantage is 
shrinking. In today's challenging mar- 
ket, the main focus of the business is to 
stay competitive. If the costs continue 
to escalate, India will be hit hard be- 
cause the foreign companies may start 
looking out for other cheaper destina- 
tions. It would do India good to learn 
its lesson from Ireland which had to 
face a similar situation. A decade back, 
in the 1990s, due to wage inflation, | 
many companies left Ireland and dis- | 
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Revenues of Indian IT Industry by Sector 








covered India to be a cheaper destina- 
tion. Today, however, Ireland has 
earned a name for its ‘high-value’ 
cutsourcing of software development 
and R&D. At present, the Indian 
cffshoring industry is in the stage of 
maturing, while many other low-eost 
Gestinations — especially China—are 
highly attractive, offering suitable solu- 
tions depending on the offshorer's re- 
quirements. 

Companies look for more productiv- 
ity for every dollar they invest in the 
outsourcing business. Moreover, the ris- 
ing rupee value against the dollar is 
also a concern for the companies seek- 
ing business from India. Besides, 
India's infrastructure is not keeping 
pace with the rapid growth of the indus- 
try. To remain among the major play- 
ers. the Indian Government should en- 
courage public-private partnership 
with universities to develop training 
programs. Companies prefer to meve 
where the best talent is and, hence, In- 
d:ans need to upgrade their skills to 
keep pace with the demands of MNCs. 
India depends too much on the English 
speaking market: It should make in- 
reads into others as well, similar to 
what Ireland has done, like moving to- 
wards the European market. Unless 
India upgrades its services by offering 
more sophisticated back-office fune- 
tions and move beyond call center ser- 
vices, offshore companies may shift 
their businesses elsewhere. 
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Expanding the horizon 

Despite the rise in costs, In- 
dia continues to lead among 
the worldwide service loca- 
tions based on talent, qual- 
ity, and regulatory environ- 
ment. The business pro- 
cesses that are being 
outsourced are no longer 
just customer billing and 
airline reservations. Today, 
India is not just a back-of- 
fice; Indians are running 
consulting services, For in- 
stance, Airbus and Boeing 
used to outsource basic 
work earlier, now they have 
started to outsource more 
complex endeavors. Some companies 
are deputing their senior executives to 
work in India, treating the country like 
a second headquarters. Cisco Systems, 


The challenge for the industry lies in upgrading 
the workforce skills to deliver more value to the 
businesses at cheaper rates, faster, and at the 
same time, with good quality. 


a maker of communications equip- 
ment, has mandated that 20% of its 
top executives work in India at least 
for five years. The company recently 
moved Wim Elfrink, one of its five 
highest-ranking executives, to Banga- 
lore as its Chief Globalization Officer. 
“There is no job that is done in Cisco 
that a guy in India can't do," says 
Samu Devarajan, Cisco Managing Di- 
rector in Bangalore. 

India has become a lucrative mar- 
ket due to low costs, English-speaking 
skills, and supportive government 
policies. The country is gaining busi- 
ness because of not only cost reduc- 
tions, but also the ability to provide 
excellent service levels, and research 
and development budgets — which re- 
duces business risks. Recently, 
Citigroup Inc. announced that it would 
move nearly 9,500 jobs to low-cost des- 
tinations, in order to cut down their 
costs. Sources say that 8,000 jobs 


could be shifted to Indian BPOs, where 
the bank already has 22,000 employ- 
ees in India. The country has a vast 
pool of about 2.5 million English- 
speaking graduates who are on the 
benches seeking employment. In addi- 
tion to Indian's cheap brain power, 
their experience in facing and dealing 
with problems in their day-to-day lives 
have made them very adept and ac- 
commodative. 

According to Eugene Zakharov, a 
Technology Business Research Ana- 
lyst, even if wage inflation continues to 
grow at the same rate, there would be 
no overlap with the US rates until 
2031 and, hence, the rising costs would 
not be a disadvantage for India in the 
near future. A Gartner report says that 
no country poses a viable challenge to 
India as a low-cost and high-quality 
destination for some years to come. 


i 


However, Indian companies should di- 
versify their brands globally by setting 
up delivery centers across the world, to 
stay competitive in the global market. 


Outlook 


In India, BPO has emerged as one of the 
key industries for providing employ- 
ment to thousands of people. As long as 
the BPO boom continues, there is no 
problem for the economy. However, if 
the costs rise continuously, foreign 
companies may start scouting for 
cheaper destinations. So, one cannot 
rule out the burst of the Indian BPO 
bubble any time. In the days to come, 
the challenge for the industry lies in 
upgrading the workforce skills to de- 
liver more value to the businesses at 
cheaper rates, faster, and at the same 
time, with good quality. m 


— N Janardhan Rao and B Suma 
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Global Carmakers 
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Unable to stem the loss in market share in their domestic markets owing to 
stiff competition from Asian rivals, western carmakers are eyeing to tap 


Asian markets to sustain their growth. 





hen Germany's Bayerische 

Motoren Werke AG (BMW), 

the world's largest maker of 
luxury cars, opened its first manufac- 
turing unit in India, it signaled the 
growing prominence of Western 
carmakers here. Mere Asian, more ap- 
propriately emerging, economies are be- 
ginning to be noticed by automobile 
manufacturers trom the US and 
Europe. While auto majors such as 
General Motors. Ford, Suzuki, 
DaimlerChrysler AG are making efforts 
to expand their existing facilities in In- 
dia, cars from the stables of 
Volkswagen AG's Audi unit, Italy's 
Lamborghini, Japan’s Nissan and 
Bentley are likely to hit Indian roads 
soon. Russia, China and India are wit- 
ressing hectic activity from these global 
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biggies which plan to look beyond their 
domestic markets where they are facing 
tough competition from their nimble, 
low-cost rivals from Asia. Among a host 
of auto giants which have set ambitious 
expansion plans, BMW is eyeing an in- 
crease in capacity in China by 10,000 
units annually. Toyota, on the other 
hand, has mapped out a ‘global master 
plan’ to grab 15% of the world car mar- 
ket by 2010, betting on rapid expansion 
strategy adopted in Brazil, Russia, In- 
dia, and China (BRIC). 

However, as some experts feel, the 
road to emerging economies cannot be 
without its share of bumps and pot- 
holes. According to Standard & Poor's 
(S&P), while foreign carmakers looking 
to establish manufacturing facilities in 
Russia cannot reap the kind of cost sav- 


ings that they are imagining, due to low 
quality of locally-produced components, 
the Indian and Chinese markets pose a 
significant threat with high credit risk, 
intense competition, poor laws on intel- 
lectual property rights and rising infla- 
tion levels. 


The lure of ‘BRIC’ 


What is driving these global players to- 
wards BRIC countries is a combination 
of factors like cheap labor, rising dis- 
posable incomes and low penetration. 
Interestingly, it is not just about tap- 
ping the local market out there. In- 
stead, according to some experts, while 
the US carmakers are using India more 
for engineering and technical services, 
China is seen more as a manufacturing 
base for export markets. Russia, en- 
riched with oil, natural gas and metals, 
in addition to supplying raw materials 
for manufacturing, is producing a new 
middle-class that cannot wait to pos- 
sess their first European, Japanese or 
American high-end cars. The oil-rich 
Russia's population benefits when oil 
price remains high, resulting in acceler- 
ating car sales. It scores over India and 
China, in terms of penetration levels 
too. At 157 car owners per 1,000 popu- 
lation, it is much ahead of China and 
India, which have fewer than 20 car 
owners per 1,000 population; in con- 
trast, the US has 900 car owners per 
1,000 inhabitants. 

Notwithstanding their low penetra- 
tion figures, what is alluring for 
carmakers is their eye-popping sales 
growth. For instance, while India 
churned out a robust 24.76% growth in 
passenger cars during April 2006-Feb- 
ruary 2007, China's passenger car sales 
rose 20.5546 year-on-year. 

A recent PricewaterhouseCoopers 
(PwC) survey revealed that from 2002 
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to 2006, sales of new foreign models in 
Russia increased from 26 to 71% of the 
market, in terms of value, gaining impe- 
tus from a growing well-heeled class, an 
increase in disposable income, the 
smoothening of car loan policies, and an 
improvement in car dealership net- 
works. The survey also forecasts that 
within the next four years, the BRIC 
countries will account for more than 
40% of the global light vehicle assembly 
increase and will represent 52% of the 
industry's global capacity, compared to 
growth expected from developed mar- 
kets like the US (9.5%), France (5.0%) 
and Germany (2.9%). 

Thanks to low manufacturing costs 
coupled with a growing vendor base for 
components in India, global auto ma- 
jors are looking to set up manufacturing 
bases here. For instance, BMW aims to 
assemble its exclusive 3-Series and 5- 
Series sedan cars with a medium-term 
target of 1,700 cars a year at the 
Chennai plant. “Chennai has a devel- 
oped infrastructure and it benefits from 
having parts suppliers nearby,” com- 
mented Frank Peter Arndt, Board 
Member at BMW and in charge of pro- 
duction. Not to be left behind, the 
French carmaker Renault has roped in 
Mahindra & Mahindra as a joint ven- 
ture partner to foray into small car 
manufacturing in India. 

However, India has to do some 
catching up when compared to China, 


which is exploding at a much rapid pace 
than India and has even surpassed Ja- 
pan to emerge as the world’s No. 2 ve- 
hicle market after the US based on 
strong truck and bus sales, and occupies 
third place for passenger cars. Experi- 
encing an urgent need for increasing 
production for such a fast growing mar- 
ket, Norbert Reithofer, CEO of BMW, 
admittedly said, “We entered China 
thinking we'll do 30,000 by 2010. Now, 
we are already selling 40,000 of only 
BMW brands...hence, we are in a situa- 
tion where we need more cars out of lo- 
cal production. China is still a booming 
economy." 


Global Carmakers 


investment worth $340 mn in the 
Kaluga region of Russia, followed by 
GM, which has also poured in close to 
$300 mn in its Shushary project. A Rus- 
sian minister commented, ^When local- 
ization [of manufacturing] is close to 
100%, buyers will be able to save about 
30% [of costs]," resulting in boosting 
sales. 


Caution, speed breakers ahead! 

Amidst the flurry of activities, however, 
analysts caution about the speed 
bumps that could spoil the party for the 
global biggies. Maria Bissinger, an S&P 
Analyst, warned about the Indian and 


Adding to the list of worries are factors like un- 
availability of components and high production 
costs that may outweigh the benefits accrued 
from favorable labor cost. 


In the case of the Russian market, it 
is flooded with many attractive and 
competitively-priced foreign brands. 
The great rush by these global players 
there can be understood, going by a mar- 
ket survey which reported that more 
than 50% of Russia's existing car fleet 
is more than 10 years old with replace- 
ment requirements likely to be high in 
the near future. In order to tap the po- 
tential, recently, Volkswagen made an 
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European Union 


Chinese markets saying that they 
"carry high credit risks for the estab- 
lished automakers because of intense 
competition, quality issues of manufac- 
turing domestically, uncertain intellec- 
tual property protection and the inher- 
ent volatility of developing markets." 
An S&P report also talks about 
overdependence on oil price and the ris- 
ing inflation. Other industry experts 
feel that the historical association of 
the 'Made in China' label with low-qual- 
ity, inexpensive products coupled with 
the absence of intellectual property 
rights will make it hard for its global 
acceptance. "The weak foundation ofthe 
Chinese car industry still makes it dif- 
ficult for China to produce a car of de- 
cent quality and safety level," warned 
Jia Xinguang, a Beijing-based auto 
analyst. Also, adding to the list of wor- 
ries are factors like unavailability of 
components and high production costs 
that may outweigh the benefits accrued 
from favorable labor cost. Besides, like 
in other emerging markets, the compa- 
nies in China may have to cope with 
high risk associated with auto finance 
due to an absence of proper credit scor- 
ing data. Already, risks associated with 
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intellectual property violation, involv- 
inz issues like technology, design and 
tracemark have auto giants like Toyota 
ard Honda fighting bitter court battles 
with local manufacturers. Earlier, such 
a complex environment compelled auto 
manufacturers to use old technology 
and offer models from the previous sea- 
sor. in China; a strategy, which is now 
impossible to carry on with as a result 
of stiff competition. 

India, on the other hand, can take 
pride in its stringent though accommo- 
dative legal system, where the risk of 
copyright violation is much less. More- 
aver, as opposed to 50% FDI permitted 
by China in the automotive sector, auto 
manufacturers can enjoy a 100% FDI 
approval in India, coupled with a 
gradual relaxation of import duties and 
excise duties for auto components. But 
the Indian market now faces worries 
over rising inflation levels and a hard- 
ening interest rate regime that could 
severely impact the demand. Already. 
interest rates on new car loans are now 
hovering at record highs of 17% after 
enjoying a benign interest rate regime 
for long since the rates began to tumble 
beginning in 2001-02. The industry has 
begun to feel the pinch as “Demand in 
the first 20 days of March has been af- 
fected by 20-25%. This demand is much 
lower than expected” said Sumit Bali, 
CEO, Kotak Mahindra Prime. The situ- 
ation is worrisome also because of the 
high level of penetration of vehicle fi- 
nancing. In contrast to 56% passenger 
car financed in the US, the penetration 
cf vehicle financing in India has hovered 
around 80%. “If the rates stabilize at 
the current levels for the next three to 
four months then the industry will feel 
the pinch” warned Ashok Khanna, Ex- 
ecutive Vice-President of HDFC Bank. 
Moreover, unlike China's fragmented 
industry structure, the Indian car mar- 
ket is highly concentrated in the hands 
of a few domestic small car makers like 
Maruti Udyog Ltd. (with 49% market 
share), Hyundai Motor and Tata Motor 
who together occupy 80% of the industry 
market, leaving little space for foreign 
high-end brands. Hence, “It will take 
longer for the auto makers to reap re- 
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wards from the Indian auto market, as 
they are still in the initial stages of the 
investment cycle,” felt Bissinger. An- 
other threat comes from inadequate in- 
frastructure facilities and logistics, 
making traffic movement miserably 
slow in India: The average vehicle speed 
in rush hours in Mumbai comes down to 
10 km/hour. 

Russia too has not been an easy mar- 
ket to penetrate for the global car majors 
with the government's interference in the 
domestic market and inconsistent and 
unpredictable regulations. Due to the 
unavailability of quality components in 
the local market, the global players often 
have to import them at high cost, pre- 
venting them from reaping the benefits 





of local production. This had a major im- 
pact in forcing DaimlerChrysler to de- 
cide against the construction of a 
Mercedes plant in Russia. "The Russian 
automotive segment's problems are 
plain to see: Inadequate road infrastruc- 
ture, limited production of auto parts, a 
primitive used car market and the lack 
of a system for salvaging auto parts re- 
main the weak links in the automotive 
chain," observed Stanley Root, Head of 
the PricewaterhouseCoopers' automo- 
tive practice. 


Road to BRIC 


Nevertheless, BRIC countries have 
seen a flurry of manufacturing activity 
from global auto majors in recent times. 
"The appetite is driven by the local mar- 
ket and the perspective for exports," ex- 
plained Abhimanyu Sosat, an analyst 
at Sushil Finance. For instance, in order 
to solve the problem of getting quality 
components in China, the European 
Commission noted that only by inte- 
grating China-based suppliers into glo- 
bal procurement programs and utiliz- 
ing China-based R&D facilities to sup- 


India can take pride in its stringent though 
accommodative legal system, where the risk of 
copyright violation is much less. 


port global operations, can European 
carmakers establish their foothold in 
the country: The global players in India 
are already on their way to developing 
their own vendor base. Pawan Goenka, 
Head of the automotive business at 
Mahindra & Mahindra, said, "For our 
Logan [sedan] project, Renault facili- 
tated the entry of a couple of vendors 
from Europe to India. They have set up 
shop here," which inspired other compa- 
nies to follow suit. Some of them have 
even taken a totally different, less-trav- 
eled route to avoid competition, like 
Toyota which has experienced huge suc- 
cess on its debated entry with Qualis. In 
a similar move, Ford joined hands with 
Hindustan Motors (HM) for producing 





engines and effectively used the country 
as an export hub for its popular Ikon 
model. 

While the Indian Government has 
taken a planned route to improve infra- 
structure, by charting dedicated rail cor- 
ridors between Gurgaon and Mumbai 
port, Pune and Mumbai including JNPT 
and Jamshedpur and Kolkata, apart 
from considering another special high- 
way for automobile movement between 
Gurgaon and Delhi with port connectiv- 
ity, the future may not be as gloomy as it 
has been sketched. Further, the risk as- 
sociated with auto-financing may not be 
daunting enough in China and Russia, 
as the majority of customers in both the 
countries prefer to buy cars with cash. It 
was not too long ago that industrial ex- 
perts expressed the same concern about 
vehicles made in Korea and earlier about 
vehicles made in Japan. Given that the 
markets in BRIC countries are still in the 
development stage, there are more things 
to explore, risk as well as gain.= 


- Amit Singh Sisodiya anc Madhuparna Chakraborty 
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Wal-Mart 


What's in Store? 


Growing anti-Wal-Martism and a string of failures in overseas ventures do 
not augur well for the retailing juggernaut. 





n April 22. 2007, much to the 

chagrin of Wal-Mart and its lo- 

cal Indian partner, Bharti 
Group, Wade Rathke, the Chief Orga- 
n:zer of Association of Community Or- 
ganizations for Reform Now (ACORN ), 
one of the largest community organiza- 
tions of low and moderate income fami- 
lies in the US, gave an emotional speech 
exhorting locals and warning policy- 
makers against corporate participation 
(read: Wal-Mart) in retail. Rathke, who 
has been in the limelight due to his re- 
lentless opposition to organized retail- 
ing biggies, came flying down to mobi- 
lize public opinion against the 
Bentonville, US-based retailer, which 
has tied up with the Bharti Group to 
launch its India foray. While Wal-Mart 
may deny any concerns over such pro- 
tests, the fact is that Rathke has 
emerged as its bete noire, thanks to the 
growing popularity of his hot pursuit 
against the world's top retailer and the 
upheaval it has caused so far. For in- 
stance, last year Wal-Mart was com- 
pelled to quit its businesses in South 
Korea and Germany mainly due to stiff 
opposition it faced from ACORN. The 
forum has been particularly vocal about 
Wal-Mart's unlawful labor practices in 
the US, Canada and some European 
countries, and initiated a series of liti- 
gations and labor movements against 
the retail behemoth. The anti-Wal- 
Mart movement is slowly but steadily 
gaining momentum, and now specula- 
tion is rife that Wal-Mart might have to 
stop its Japanese business also, where 
it is struggling to find a strong foothold. 
But for the retailing juggernaut, which 
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has just dethroned the oil-major 
ExxonMobil to regain its top position in 
the 2007 Fortune 500 list, expansion 
does not stop so easily. And 
unsurprisingly, it is now concentrating 
more on China, India and Europe to 
compensate for the drubbing it received 
in Germany and South Korea. But it is 
not only the growing anti-Wal-Mart 
sentiments that are troubling the re- 
tailing giant; its failure in some of the 
major overseas markets too has put a 
big question mark over its ability to re- 
peat its success in the domestic market. 


Overseas ordeal 

However, despite putting up a brave 
face amidst such challenges, the fact is 
that Wal-Mart, which experienced me- 
teoric growth during the period 1995- 
2005, has suddenly started facing the 
heat in some major overseas markets. 
For example, in 2006, it abandoned its 
German venture and sold off all of its 85 
retail stores to Germany's Metro. Wal- 
Mart's German operation was encoun- 
tering intense competition from local 
discount food retailers such as Aldi and 
Metro for the past decade. Besides, it 
could not develop private labels that 
have 'value perception' from the con- 
sumers' viewpoint, whereas Essen- 
based discount supermarket chain Aldi 
is still reaping the benefits of a value- 
based model where 9546 of the products 
bear local labels. This label-based 
chain has such strong goodwill in Ger- 
many among its consumers that even 
the world's number one retailer could 
not break its hold. And this is often 
cited as one of the major causes of Wal- 


Mart's failure in Germany. Added to it 
is the typically low propensity to con- 
sumption by the German consumers. In 
Germany, even the Metro's own real 
food stores were losing money due to 
this peculiarity. Moreover, Wal-Mart, 
which boasts of at least 5,700 stores 
across the globe, and has been interna- 
tionally infamous for violation of labor 
laws, was embroiled in many contro- 
versies with regard to pay and working 
conditions even in Germany. It was en- 
gaged in a bitter dispute with German 
labor union over working hours, which 
did not do any good to Wal-Mart's al- 
ready tarnished reputation and rather 
paved the way for its exit from the 
country. 

Wal-Mart also had to stop its op- 
erations in South Korea in May 2006, 
after years of futile efforts to cement its 
position among the country's top retail- 
ers. The retailing major which was, in 
fact, not even among the top five players 
in South Korea even attempted to ac- 
quire the store network of its France- 
based rival Carrefour, but in vain. Ex- 
perts say that this may also have has- 
tened its premature withdrawal from 
South Korea. Interestingly, Eland 
Corp, a local clothing manufacturer, 
which outclassed other competitors, 
pipped Wal-Mart to acquire Carrefour 
Korea. Moreover, the Koreans are very 
passionate and culturally-inclined, and 
Wal-Mart's approach of 'always low 
price' and the big box format proved to 
be a blunder. Also, Wal-Mart's heavy- 
handed union busting approach was a 
big mistake. The US multinational 
ventured the country through the acqui- 
sition of a local Cash and Carry chain. 
Soon after its arrival, Wal-Mart 
started imposing its stringent person- 
nel policies and revoked all types of 
union activities aimed at organizing 
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Wal-Mart 
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the workers. The high-handedness of 
the retail giant automatically led to a 
series of protests and agitations in 
Seoul. The Korean Private Services 
Workers Union (KPSU) staged a vocif- 
erous demonstration outside a Wal- 
Mart store in posh Central Seoul, along 
with other Korean UNI affiliates, UNI 
Commerce and United Food and Com- 
mercial Workers International Union 
(UFCW). The Korean press also started 
severely badmouthing the $351 bn re- 
tail behemoth. Ultimately, Wal-Mart 
surrendered disappointedly to the 
mounting pressure and exited the coun- 
try in an unceremonious way, selling all 
its 16 stores to its rival and market 
leader, Shinsegae E-Mart, for $882 mn. 

Speculations are rife again that 
Wal-Mart might have to stop its busi- 
ness even in Japan's lucrative $1.1 tn 
retail market, which is the world's sec- 
ond largest market after the US. The 
concern may not be unfounded though 
as earlier as in 2005, Carrefour, the 
world's second largest retail player, had 
to exit Japan. Though Wal-Mart has 
been operating in Japan for the last five 
years, it has not been able to solidify its 
position in the country. Seiyu, the 53% 
local subsidiary of Wal-Mart, has been 
struggling as it posted five straight 
years of losses and lost nearly 75% of its 
stock market value since Wal-Mart 
first invested in the Japanese super- 
market chain. Analysts opine that Wal- 
Mart should either stop its Japanese 
business, where it has already invested 
money worth $1 bn or acquire 100% 
stake in the local venture for a complete 
overhaul. 


Some silver lining 

However, there are some bright spots as 
well. For example, despite the fact that 
Wal-Mart has stopped operations in 
some of its important overseas mar- 
kets, it is still expanding as well as tap- 
ping overseas markets like China and 
India, where it aims to begin its opera- 
tions in early 2008. In fact, overseas 
businesses now account for more than 
20% of the company's overall business, 
and despite all odds, its international 
sales increased 30%, whereas revenues 
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at its US division grew at a meager 8% 
for the year ended January 2007. In the 
US, Wal-Mart's growth has indeed de- 
clined. The mere 2.1% gain in the US 
stores last year is its smallest in the 
past 22 years, where it has been se- 
verely criticized by the labor unions and 
religious and community groups for its 
anti-worker wages and benefits norms. 
Even in January 2006, Wal-Mart paid 
about $135,540 to settle federal alle- 
gations that it infringed child labor 
laws in Arkansas, Connecticut and 
New Hampshire. Again, in the US, it is 
facing stiff competition from upstart 
compatriot Target Corporation. 
Flashy marketing and slick image ad- 
vertising adopted by Minneapolis- 
based Target is working brilliantly in 
its home market. Target's mix of high- 
margin products with discount pricing 
has enticed the upper income shoppers 
and has thrown a challenge to Wal- 
Mart's old and tired model of offering 
everything under one roof and at the 
lowest price. 

This spate of events in the domestic 
market as well as in some overseas 
markets has come as a wake-up call to 
Wal-Mart's think-tank, which is now 
seriously mulling to expand its busi- 
ness in developing countries like China 
and India. In China, retail sales in- 
creased by 13.7% in 2006 and touched 
$770, which is around 25% of the entire 
US retail industry. Moreover, the Chi- 
nese economy is growing at an excep- 
tionally high rate (in 2006, it grew by 
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10.7%), which is likely to drive up the 
incomes by 12.1% among the urban 
people and 10.2% in rural areas in 
2007. This certainly augurs well for re- 
tail giants like Wal-Mart. Till date, 
Wal-Mart has been growing at a very 
slow pace in China in comparison to its 
arch-rival Carrefour. So it is now bank- 
ing more on inorganic route of short-cut 
expansion to catch up with the French 
rival. In fact, Wal-Mart has already 
inked an agreement to acquire 35% of 
Trust-Mart, a hypermarket operator in 
China, to expand in the fastest growing 
economy of the world. This acquisition 
is likely to more than double Wal- 
Mart’s stores in China. Wal-Mart has 
till now 73 outlets in 36 Chinese cities, 
and its acquisition of Trust-Mart would 
enable it to divert some customers from 
Carrefour in the world’s most populous 
country. 

In India also, Wal-Mart has already 
entered into a joint venture with 
telecom major Bharti to engage in cash 
and carry, logistics, supply chain and 
sourcing. Wal-Mart with its huge global 
retail experience and Bharti with its 
profound knowledge of India’s fastest 
growing consumer market are likely to 
form a formidable entity which could 
provide great quality products to con- 
sumers at a reasonable rate. 


Conclusion 

Wal-Mart which rules the roost in re- 
tailing globally, however, now faces stiff 
competition from retailers, such as 
Tesco, Carrefour and Metro in the over- 
seas markets. But still, its overseas ex- 
pansion holds the key to its success in 
future as bulk discounts in this busi- 
ness often leads to razor-thin profit 
margin which can only be compensated 
by exceptional growth in revenue. And 
for revenue to grow significantly, over- 
seas expansion is a sine qua non for 
Wal-Mart. However, it has not only 
competitors to worry about but also 
anti-Wal-Mart movements that are 
just growing and gaining momentum 
globally. = 


— Amit Singh Sisodiya and Sanjoy De 
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With executive pay becoming an increasingly hot-pressed issue and the 
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gap in pay between rank-and-file employees and top executives widening, 
will the SEC new rules serve the purpose? 


The market is capable of disciplining 
excessive compensation, provided that the 
market has adequate information. Too of- 
ten in recent days, however, shareholders 
have been surprised to learn after the fact 
what their executives are being paid. 

—Christopher Cox, 
Chairman, Securities Exchange 
Commission (SEC) 


issue of executive compensation 

has been one of the hottest topics. 
It was earlier relegated to the relative 
darkness of business periodicals. How- 
ever, the issue of executive pay is de- 
bated globally and regularly featured in 
front-page headlines after former Home 
Depot CEO, Robert Nardelli’s $210 mn 
pay-‘or-failure became public. Around 
36 chief executives, who were ousted, 
walked out with a total of more than a 


I: the modern business history, the 
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billion dollars in 2006. The top-notch in- 
clude Pfizers Hank McKinnell, who left 
as Chairman and CEO with an exit 
package worth nearly $200 mn, notwith- 
standing the fact that the company's 
market capitalization dropped by over 
$137 bn while he was in charge. In many 
large companies in the US, executive 
pay has nothing to do with the 
company's results, whereas wages of av- 
erage workers are directly related to its 
performance. This has resulted in a 
growing disparity between workers and 
the richest members of society. All 
these incidents have helped focus on 
ways to moderate executive pay. 


A step in the right direction 

Hardly, a day goes by without an incen- 
diary story in the media, describing the 
perceived excesses of executive compen- 
sation. Due to the media alertness, the 


SEC is coming under congressional 
criticism amid the revelation that 
many of these pay packages were not 
fully disclosed in the SEC reports. With 
executive pay becoming an increasingly 
hot-button issue and the gap in pay be- 
tween rank-and-file employees and top 
executives widening, it comes as no sur- 
prise that the SEC proposed to high- 
light important changes to the execu- 
tive compensation. As the shareholder 
dissatisfaction with the current level of 
executive compensation practices is 
growing, the existing rules make it diffi- 
cult to rein in the increase in pay pack- 
ages. The new rules, therefore, permit a 
complete and accurate understanding 
of the compensation packages. 


Soaring pay — The rising criticism 
Criticism continued to swirl about justi- 
fying executive compensation since it 
has increased at a far greater rate than 
for other workers, and that there is often 
little correlation between pay and perfor- 
mance. The important financial dealings 
between companies and their executive 
officers, directors, significant sharehold- 
ers and other related persons were diffi- 
cult to understand. A report recently fur- 
nished by the Corporate Library found 
that compensation of chief executives at 
2.000 of the biggest companies increased 
by 30% in 2004, compared with 15% in 
2003 and 9.5% in 2002. Many debates 
have contributed to the erroneous figures 
that inflamed the debate over CEO com- 
pensation. When Bob Nardelli was paid 
a rich exit package as Chief Executive of 
Home Depot, he came under intense 
criticism as he walked out of the com- 
pany with $210 mn in cash, stock, and 
options. He has been a lightning rod for 
inflated CEO pay during his less painful 
departure, as the parting gift was about 
25 times of what the average Fortune 
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500 CEO earns per year. It's more than 
the total payroll of the New York Yan- 
kees. He had earned more than $100 mn 
which he was paid during his tenure at 
the home-improvement retailer. 
Compensation for the top executives 
rose significantly in the US reversing the 
downward trend that set in with the re- 
cession in 2001, while the wages for the 
workers in private industry rose by cnly 
2.9% last year to a full-time national av- 
erage of $40,745, according to the Bureau 
of Economic Analysis. While cash is easy 
to count, a wide range of perquisites, 
wh:ch are imprecisely described, are 
harder to quantify and often go undetec- 
ted. making it difficult to understand 
which bosses get the biggest rises. For ex- 
ample, stock options give recipients the 
right to buy shares in the future at a set 
price. For every dollar the company's stock 
climbs above that price, the potential gain 
from the option increases by a dollar. 
Along with salary, bonuses, stocks, 
and options, executives were rewarded 
with a variety of perquisites. Some were 
also reimbursed for the taxes they owed 
on those perks. And seme were paid to 
hire personal financial advisers to help 
them manage their millions, including 
their personal income taxes. Lawrence 
Culp Jr. Danaher Corp.'s President and 
Chie? Executive had the highest total 
compensation with an estimated $57.5 


Pfizer Inc 
Henry A McKinnell's Exit Package 








Average CEO to Average Worker Pay Ratio 


1980 1990 2000 2005 


mn. Of that, $26.5 mn represented the 
potential value of stock options and $27.3 
mn was in restricted stock. Culp could 
take possession of the restricted stock in 
2010 if certain conditions are met. 


More disclosures — More 
transparency 

The proposed overhaul would for the first 
time be far more specific to order better 
pay disclosure regarding various benefits, 
requiring companies to give a single num- 
ber for an executive's pay, instead of a 
jumble of figures scattered across proxy 
statements and quarterly and annual re- 
ports. The information for the CEO and 
CFO must be pro- 
vided regardless of 
their compensation 
levels, and for the re- 
maining three indi- 
viduals based on 
their ‘total compen- 
sation’ for the last fis- 
cal year, since total 
compensation is an 
elusive number un- 
der the current sys- 
tem, and one for 
which investor advo- 
cates have long 
sought greater disclo- 
sure. The ‘Summary 
Compensation 
Table’ for the named 


* as of Dec. 13, 2006, **as of Dec. 31, 2005 


Source: Pfizer 6-K, Dec. 21, 2006 
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executive officers has 
been reorganized to 





include a dollar value for all equity-re- 
lated awards, shown in separate columns 
for stock and stock options, based on the 
fair value on the date of grant as com- 
puted pursuant to FAS 123R. 

Originally, the total compensation 
would have reflected the value of stock 
options on the date of the grant. Now, the 
total compensation will reflect the value 
of only those stock options that have 
vested. The revised rules require less dis- 
closure for small business issuers than is 
required for other issuers. A new Item 407 
of Regulations S-K and S-B requires a 
disclosure of whether each director or di- 
rector nominee is independent and to dis- 
close whether any audit, nominating and 
compensation committee member is not 
independent. It also requires a disclosure 
of the number of beneficially-owned 
shares that have been pledged as collat- 
eral by each named executive officer, di- 
rector, and director nominee. 


Will they serve the purpose? 

The new rules increase the amount of in- 
formation that public companies seek to 
divulge annually (usually in their proxy 
statements) to their shareholders. Now, 
companies have to make sure their offic- 
ers’ pay is reasonable and justifiable, 
and may limit the compensation of 
CEOs who have received astronomical 
compensation for mediocre results. 
However, it is argued that the rules still 
fall far short of the ambitious corporate 
democracy proposals demanded by 
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stockholders and some lawmakers, 
where investors get some say in setting 
pay scales. Though many reform initia- 
tives have been floated, more effective 
oversight of company behavior by share- 
holders is not implemented in the new 
rules. One lingering concern is that the 
new disclosure requirements will result 
in investor groups pressuring some com- 
panies to create formal policies concern- 
ing executive compensation. Sharehold- 
ers will not be revealed about the perfor- 
mance targets since the targets are sen- 
sitive and confidential business infor- 
mation. 

Critics opine that competition and 
scarcity of talent caused CEO salaries to 
balloon ever higher since it is regarded as 
a “commodity that is apparently in insuf- 
ficient supply”. As the new rules force cor- 
porate boards to justify what they're do- 
ing, companies would be required to pro- 
vide more information about a wide range 
of benefits that often go undetected or are 
imprecisely described. 

Although the new rules are essen- 
tially evolutionary and not revolution- 
ary, a likelihood that public companies 
will need to significantly revise their 
proxy statements cannot be dismissed. 
It remains to be seen for business groups 
whether a total compensation number is 
a fair number since the inclusion of the 
value of options, which can’t immedi- 
ately be cashed in. may make the annual 
payment seem artificially high. 

There are debates that the prexy- 
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Robert L Nardelli’s Exit Package 
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statement overhaul 
could have an unin- 
tended consequence 
by further inflating 
executive pay, since 
board members 
rarely want their 
CEO to make less 
than the other per- 
son and often compa- 
nies benchmark 
against each other in 
determining the 
CEO pay scales. A 
‘Lake Wobegon ef- 
fect’, where CEO 
perks at one com- 
pany are quickly eopied elsewhere, is the 
rationale in the boardrooms. However, 
Cox dismissed the notion that more in- 
formation about large packages could 
result in ever-escalating salaries and 
bidding wars for top executive talent. 
Under the new rules, employees who 
have no responsibility for significant 
policy decisions within the company 
were exempted from scrutiny. It drew 
controversy because just focusing on 
corporate policymakers may pave way 
for any accounting frauds in future. The 
amendment may also allow many com- 
panies to report significantly lower to- 
tal compensation for top executives or 
the change could slow down the rapid 
rise in CEO pay—a possibility of disci- 
plining excessive compensation since 
adequate information is available. It is 
also lobbied that the 
move would violate 


privacy. 
The chairman of 
the Business 


Roundtable’s corpo- 
rate-governance 
task force said the 
rules would em- 
power shareholders 
to make investing 
decisions and 
boards to set pay 
levels. It is believed 
that the SEC rules 
strike a right bal- 
ance between disclo- 
sure of accurate and 


Unitedhealth Group Inc 





* Potential Realizable Value with 5% Annual Growth Rate 
** Long-term Incentive Plan 


Source: Pfizer 8-K, Dec. 21,2006 


complete compensation information to 
shareholders and the need for compa- 
nies to prevent strategic plans or prod- 
uct developments that may be tied to 
compensation incentives from being re- 
vealed to competitors. 


Outlook 

The SEC’s proposed overhaul reflects 
the notion popular in some circles that 
the right answer to soaring executive 
pay isn’t to limit it, but to disclose it 
more fully. The SEC proposal is consis- 
tent with a complete, understandable 
and timely disclosure of compensation 
packages by the companies to its share- 
holders. Endorsing greater transpar- 
ency is good for shareholders and good 
for business, and is intended to create 
value for shareholders in the context of 
management' performance. But, will 
the new requirements shed new light on 
the quality of the corporate governance 
and see corporate reforms? With these 
guiding principles effective at the earli- 
est, it is anticipated that these rules 
will strike a good balance between pay 
and performance within the context of 
corporate governance in the long run. 
However, corporate reforms will only oc- 
cur if the largest institutional share- 
holders demand a fresh look at the 
whole system and not merely by inde- 
pendent compensation committee 
members. s 


-N Janardhan Rao and V Ratna 
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US Economy 


Heading for Recession? 





Amidst the ongoing housing slump, rapidly rising energy prices and 
falling consumer confidence, it is feared that the world's major economy 
might be heading for recession. 


n April 2007, the US Commerce 

Department reported that the 

economy grew at its weakest pace 
since 2003. Against the rising energy 
prices, inflation is on the rise, housing 
slump is at its peak, and the dollar is 
dwindling against the euro. The 
economy grew at an annual rate of 
1.3% in the first quarter of 2007, the 
slowest rate of expansion in four years. 
There are concerns that the economy is 
witnessing an accelerating slowdown, 
and the gloom gathered momentum as 
retail sales lurched lower. Alan 
Greenspan issued a fresh warning that 
the world's largest economy could be 
heading for recession. He says there is 
one-in-three chance of a recession in 
the current fiscal. 
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Though the signs of slow growth are 
official now, the key concern is the rise 
in energy and non-food prices and the 
core inflation. The greatest threat to the 
prosperity and stability of the US 
economy is the current account imbal- 
ances. The current account deficit 
reached $850-875 bn in the year 2006, 
which now accounts for 7% of GDP, 
which is more than twice the country's 
previous record of 3.4% in the 1980s. To 
overcome it, the US needs to attract $4 
bn as capital inflows from the world ev- 
ery working day to finance the imbal- 
ances. Another major setback for the 
US economy is the rising energy prices. 
Being the biggest consumers of oil in the 
world, the Americans sapped their ex- 
penses by 0.2% in March due to the rise 


in gas prices. Rapid rise in fuel costs 
and falling consumer confidence indi- 
cate that the consumption growth will 
come down. 


The single biggest drag 
Economists say housing slump is the 
single biggest drag on the growth of the 
economy. In the fourth quarter of 2006, 
investment fell by 19.8%. The invest- 
ment in construction of house fell by 
17% annually. Both construction and 
sale of houses came down to around 
20% from their 2005 peaks. 
Consumption may be weakening as 
more house owners are unable to bor- 
row against home equity, as house 
prices have stopped rising. Added to it, 
the short-term Fed interest rates rose 
from 1% to 5.25%. Hence, people in the 
US decided to rent houses rather than 
buy. Owners are trying to rent out their 
unsold flats for less, as the vacancy rate 
is high. However, the housing market is 
expected to sharply fall which perhaps 
would lead to recession. In the coming 
days, housing is probably going to be in 
a more prolonged and deeper recession. 


Dwindling job market 

The booming economy boosted the con- 
sumers' spending by 3.8%. However, it 
was slightly less than the 4.2% in the 
fourth quarter of 2006. Despite the 
slump in housing, the consumers have 
remained resilient. The key reason is 
that the job market in the US has man- 
aged to stay stable. The unemployment 
rate has come down to 4.4% in March, 
matching a five-year low. Economists 
predict that by the end of this year, it 
may reach 5%. The statistics show that 
the job growth has been moving down- 
wards to zero over the past few months 
and hence consumption may also hurtle 
down. The relation between unemploy- 
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Business Environment 


INTERVIEW 





Faced with growing current account deficits and increasing concerns about inflation, will 
the US lose its status as the engine of the world economy? The Analyst invited eminent 
experts like Dean Baker (DB), Co-Director, Center for Economic and Policy Research, Frank 
Heiland (FH), Assistant Professor, Florida State University and Prof. Raveendra Batra (RB), 
Department of Economics at Southern Methodist University to share their perspectives. 


Is housing slump the single biggest drag on the US 
economy growth? 

DB: Today, housing slump is the biggest drag 
on the economy. Housing has fueled the 
economy since 2002. both directly through 
generating demand in the housing-related 
sectors and indirectly through its effect on 
consumption. The siowdown that we have 
seen to date has been sparked primarily by 
reduced demand in housing. New starts and 
sales are both down by close to 20% from their 
2005 peaks. This slowdown has not yet had a 
major impact on consumption, which has con- 
tinued to grow at a strong pace. Interestingly, 
investment has been very weak in the last two 
quarters. This is presumably due to firms' ex- 
pectations of lower consumer demand in the future. There is 
some evidence that consumption may be weakening as more 
homeowners are losing their ability to borrow against home 
equity because house prices have stopped rising. But, we have 
not seen this having a major effect on consumption yet. 

RB: In fact, the US housing slump has just started. I have 
tackled this issue extensively in my new book, The New Golden 
Age: The Coming Revolution against Political Corruption and 
Economic Chaos. The housing bubble began in 2001 when the 
former Fed chairman, Alan Greenspan, sharply reduced the 
rate of interest. Ecenomic cycles show that the lifetime of a 
property bubble is about 7.5 years. In its sixth year, the bubble 
starts to slow down and then bursts in the seventh year. In 





Dean Baker (DB) 
Co-Director, Center for Economic 
and Policy Research 





2007, which is the sixth year of this cycle, the 
housing bubble has just decelerated; the real 
bursting will come in 2008, and then it will 
be a major drag on the economy, possibly cre- 
ating a recession. 


How will the US manage the current account deficit. 
DB: The dollar has to weaken to allow the US 
to reduce its current account deficit. It is re- 
markable that so many investors around the 
world are still willing to hold dollars, often at 
very low returns, when it is a virtual certainty 
that it will be falling substantially against 
other currencies over the next few years. Cen- 
tral banks are holding dollars to keep down 
the value of their currencies and maintain 
their export markets. To achieve this goal, they are willing to 
take large losses on their reserves, but it is very difficult to see 
why a private investor would invest in an asset in which a loss 
is almost guaranteed. 

FH: The dollar is not weak against the two key currencies (Chi- 
nese Yuan and Japanese Yen) and the oil price has stabilized. 
RB: The US does not want to manage its current account defi- 
cit; its economy benefits greatly from it because it brings in 
vast amounts of foreign cash into the American bond market 
and keeps interest rates low. The growing American trade defi- 
cit is another reason behind the US housing bubble. The dollar 
indeed will gradually depreciate, but because of its slow fall, 
the trade deficit will not improve. 


ment and inflation has also weakened. 
The shrink in GDP could mean rising 
unemployment in the near future. 


Dollar windfall 


The weakening of dollar is another seri- 
ous concern. The strengthening euro 
eliminates the dollar's monopoly and it 
has begun to emerge as a serious threat 
to the US economic dominance. The Eu- 
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ropean economy is almost as large as 
that of the US while its international 
trade and monetary reserves are even 
larger. The dollar has tumbled by 50% 
in value since 2000, causing worries for 
the US. The decline in dollar exchange 
rate would initiate a rise in the US in- 
flation and interest rates, bringing on 
stagflation at a minimum and deep re- 
cession. If the dollar continues to de- 


cline, in the long run it will lose its inter- 
national appeal. The Americans’ stan- 
dard of living will drop, and they may 
have to face crucial security issues or fi- 
nancial crisis. 


Is Fed worrying? 

Thanks to the Federal Reserve credibil- 
ity as the inflation fighter, it is holding 
dollars to keep down the value and main- 
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US Economy 





Despite the downshift in the economy, the stock market and the job 
market have been on the upward swing in recent weeks. Will they 
sustain? 

DB: The US stock market is being driven primarily by inves- 
tors hoping to buy shares in a takeover target. There is no direct 
connection between expectations of future profitability and 
current stock price. 

As far as the jobs picture, job growth has 
been relatively slow over the last few months. 
With recent data suggesting that consump- 
tion may now be slowing (April car sales were 
very weak and several major retailers expect 
very weak sales figures for April), I expect job 
growth to slow further. In fact, job growth may 
already be close to zero. The Bureau of Labor 
Statistics imputes jobs into its data for new 
firms that are not included in its survey. This 
imputation is always based on past data and 
is, therefore, likely to miss turning points. The 





FH: Economies with large populations, high productivity, 
and high per capita purchasing power are leading the way 
towards global economic growth. The US and Europe will con- 
tinue to play this role for the foreseeable future. The EU inte- 
gration process is strengthening the economic importance of 
that region and population growth in the US has a similar 
effect here. The appreciation of the euro will add to the impor- 
tance of that region for global economic growth. 

RB: This year the American economy will be 
a drag on world growth; next year the drag 
will get worse. Europe will provide greater 
stimulus to the world than the US. 


Is China a challenge to the US? 

DB: China's economy is already 75% of the 
size of the US economy on a purchasing 
power parity basis. If it sustains its 10% 
growth rate, it can surpass the size of the 
US economy by the end of 2010. In 10 years, 
China's economy may be more than 50% 


April imputation was especially large. For Frank Heiland (FH) larger than the US economy. China is now 
this reason, it is quite possible that job heir co avc graduating more engineers and scientists 


growth was actually less than was reported. 
FH: Employment actually looks softer than 
expected in the most recent data and I don't expect that to 
change in the next six months. With moderate growth, stable 
federal fund rates, and inflation coming down, the US stock 
markets will stay on the higher side. 

RB: This is not a surprise; the stock market thrives on profits 
and high inequality. Profits in turn rise in a milieu of stagnant 
wages and rising productivity. However, the profit rise also 
requires the support of growing debt, which cannot go on for- 
ever. So the share markets will indeed slowdown, possibly by 
the end of the year. It could even see a large correction, espe- 
cially next year, when the housing bubble actually bursts. 


Do you think the US supremacy as the engine of global 
economic development will continue? 

DB: I doubt! The US current account deficit must shrink to a 
sustainable level. This means that import growth will trail 
overall economic growth for a period of time. For this reason, 
the rest of the world will have to look somewhere else for an 
engine of growth. 





each year than the US, and the number is 
growing rapidly. While the US has a huge 
current account deficit, China has an enormous surplus and is 
sitting on $1.2 tn in reserves. 

The US is accustomed to using its control of international 
financial institutions like the IMF and World Bank to accom- 
plish political and economic ends. The reserves held by China 
dwarf the resources of these institutions. China is in a posi- 
tion where it can easily undermine US efforts to coerce coun- 
tries on specific policies. While China is not seeking confron- 
tations with the US, on areas that it considers important, it 
will be able to get its way. 


Do you think the slump ín the US economy is likely to continue? What 
would be its impact on the world economy? 

DB: I think the slump in the US economy is just beginning. 
There is a $7 tn bubble in its housing market that is just 
starting to deflate. It is hard to know how long it will take for 
this bubble to deflate, but the economy is likely to be de- 
pressed until the housing prices have fallen back to their 
trend level. 


tain their export markets. It kept the in- 
terest rates steady at 5.25%, i.e., at least 
a quarter points in the second half of the 
year. As the dollar has steadily weak- 
ened over the past year, the value of the 
dollar-denominated assets held by cen- 
tral banks has also declined. Indeed, 
euro bonds attracted more international 
investment than dollar bonds. Today, 
euro-denominated debt accounts for a 
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bigger share of the international bond 
market than do dollar-based securities. 
The US economy has a little risk if for- 
eign central banks sell dollars abruptly 
for political reasons. It would reduce the 
volume of US' dollar holdings and such 
actions would directly affect their own 
country's economic and financial stabil- 
ity. Unexpectedly, with a decline in dol- 
lar, exports are likely to grow fast, which 


in turn could help the country to shrink 
the massive trade deficit. For the first 
time, the country's exports have risen, 
twice as fast as its imports have, over the 
past couple of months since the late 
1980s. 

However, the slump in dollar has be- 
come an advantage for many US-based 
companies whose overseas operations are 
growing at a faster pace than their domes- 
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FH: 'Slump' sounds more dramatic than it actually is. The 
long-term annual growth rate of US’ real GDP is 3.4%, cur- 
rently growth is around 2% and I think it will be up for the rest 
ofthe year. The impact on world economic growth is minor given 
that the ‘slump’ does not affect imports. 

RB: The slump will continue and likely get worse because the 
US economy now requires increasing injections of debt which, 
as stated above, cannot rise forever. But, re- 
cession is unlikely this year. The world will 
grow without the US locomotive. India and 
China will still see super growth because of 
massive foreign investment. But after 2008, 
the whole world is likely to face major eco- 
nomic troubles. 


Any other comments? 
DB: There is considerable concern in the US 


over the possibility that the post-1995 upturn AY 


in productivity growth is over. Productivity 





US Economy 


cially those in the 1970s, when I wrote two books in which I made 
the following predictions: 
» The ayatollahs would take over Iran in 1979 and then rule for 

a while. 

P» The Soviet Communism would vanish by the end of the century. 
y The US would be entangled in a major fight with funda- 
mentalist Islam starting around 2000. 

Because of the far-fetched nature of these 
forecasts, my books, one entitled, The Down- 
fall of Capitalism and Communism, and the 
other called, Muslim Civilization and the Cri- 
sis in Iran, attracted little attention. By now 
these forecasts have come true, and my new 
book, predicts that capitalism is about to fall. 
The US economy and society will soon be en- 
gulfed by the flames of a revolution, which re- 
quires three ingredients—an unpopular war, 
rising inequality and poverty, and rising cor- 
ruption. With Iraq increasingly consuming 


growth has averaged just 1.6% since the second i — orl American manpower and resources, all three 
quarter of 2004. This compares to an average Southern Methodist University of the ingredients are now present. 


growth rate of 2.5% from 1995 to 2005. If 
growth remains slow, then it will mean in the long-term that US 
living standards cannot rise nearly as rapidly. (This should also 
be a caution to other countries that are seeking to follow the US 
economic model). In the short-term, it means that we will have 
far more reason to be concerned about inflation. 

RB: The US is now rushing towards a major revolution. In the 
past, I have made a number of economic and political forecasts, 
and while a few of my economic forecasts have been wrong, the 
political forecasts have been accurate. In fact, my latest work, 
The New Golden Age, is partly based on my past writings, espe- 





I base my forecasts on economic and his- 
torical cycles. According to an economic cycle, we are currently in 
the midst of an inflationary decade with a high and rising price of 
oil. My historical cycle concludes that the age of acquisitors, where 
money rules society, is about to end in America and Europe and 
India. This cycle also predicts that China, where the rule of money 
or of wealthy feudalist landlords ended in 1949, is about to move 
into its own golden age. History reveals that the age of the wealthy 
always ends in a social revolution followed by a golden age. 


Interviews conducted by Siba Prasad Pothal 


tic units. The profits earned in those na- 
tions get boosted when they are converted 
into the US currency. Octavio Marenzi, 
Chief Executive, Celent LLC, business 


Quarter-to-Quarter Growth in Real GDP 
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Real GDP growth is measured at seasonally adjusted annual rates. 
Source: US Bureau of Economic Analysis 
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consulting group says, “What these com- 
panies are earning outside the US is 
worth a lot more, it is like getting a free 
ride on the currency movement.” Finan- 
cial experts opine that it is profitable to 
buy the shares of those companies that do 
business outside the US. On the other 
hand, oil exporters may find it comfort- 
able to start pricing crude in euros. 


Outlook 


As the world's largest economy is ex- 
periencing a downturn, there are risks 
to the global economy also. These in- 
clude saving imbalances, large invest- 
ments and re-pricing risks in interna- 
tional financial market. The US domi- 
nance in the world is in question. Eu- 
rope and China are gearing to lead the 
US. While the US is facing a huge cur- 
rent account deficit, China has an 


enormous surplus of $1.2 tn in re- 
serves. Besides, China's purchasing 
power is already 7546 of the size of the 
US. It can surpass the US economy by 
2010, if it can sustain its 10% growth 
rate. The US has to take an action to 
convert both internal and external 
deficits into modest surpluses before 
it is too late. However, the slump in 
the US economy seems to be more 
than what it actually is. It is just at 
the beginning stage, with $7 tn in 
housing slump that has just started 
to deflate. Jim Rogers, Co-founder of 
the Quantum Fund says, *Histori- 
cally, no country that has gotten itself 
into this situation has ever come out 
without a crisis." m 


— N Janardhan Rao and B Suma 
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Harry Potter and the Magic of Sales 
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The publication of the Harry Potter series is undoubtedly the publishing 


event of the century. But the question is: Is Bloomsbury ready for the post- 


Potter future? 


He couldn’t know that at this very 
moment, people meeting in secret all 
over the country were holding up their 
glasses and saying in hushed voices: “To 
Harry Potter —the bov who lived!” 

~ Harry Potter 
and the Philesopher’s Stone 


ill ‘the boy who lived’ meet 

with a tragic end finally? 

That is the question which 
has been troubling millions of Harry 
Potter fans all over the world for quite 
some time now. As the readers are pre- 
paring for the ‘scar’, which the author 
JK Rowling has said is going to be the 
last word of the seventh and final novel 
in the Potter series—Harry Potter and 
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the Deathly Hallows, the publishers of 
Harry Potter series, Bloomsbury Pub- 
lishing Plc., UK, might be preparing for 
a scar of a different kind. 

In other words, while the readers 
are worried as to what will happen to 
Harry at the end, Bloomsbury might be 
wondering what will happen to their 
sales figures and earnings once the pub- 
lishing phenomenon called Harry Pot- 
ter series comes to an end with the pub- 
lication of the last novel in the series. 

Rowling in a post on her website on 
parting ways with the boy-wizard, who 
is engaged in a do-or-die battle against 
his nemesis Lord Voldemort, turns 
emotional and says, "I always knew 
that Harry's story would end with the 


What Does the Future Hold 


seventh book, but saying goodbye has 
been just as hard as I always knew it 
would be." 

Bloomsbury would readily agree 
with those sentiments. For it has al- 
ready got a taste of what life would be 
like without Harry Potter. 


The Half-Blood Prince 


The fortunes of Bloomsbury, at least 
since it bought Rowling's first novel, 
Harry Potter and the Philosopher's 
Stone, in 1996, one year after she fin- 
ished writing it, appear to be irrevoca- 
bly tied to the Harry Potter series. 

Bloomsbury, as the company's offi- 
cial website claims, “is a leading inde- 
pendent publisher and winner of the 
1999 and 2000 Publisher of the Year 
awards." The company was founded in 
1986 by Nigel Newton and was later 
floated as a public registered company 
in 1995, which helped it raise £5.5 mn 
to foray into paperback and children's 
book—a move that would bring the 
company rich dividends in the future. 

It was in the same year Rowling had 
completed writing her first novel of the 
series, which was rejected by about 12 
publishing houses. However, her quest 
to get her novel published ended when 
Bloomsbury, a small publisher then, 
decided to publish the novel and gave 
Rowling an advance of £1,500. And thus 
began the publishing saga of the Harry 
Potter novels that has since broken all 
sales records, with the sixth book of the 
series winning the Guinness World 
Records Award for being the fastest 
selling book ever. 

How Bloomsbury picked out this 
winner is another interesting story. 
Legend has it that before signing up 
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Harry Potter and the Magic of Sales 


Rowling to write the series of novels 
that she had planned, the Bloomsbury 
Chairman Nigel Newton had given his 
eight-year-old daughter, Alice, the first 
chapter of the book. When Alice, after 
going through the first, immediately de- 
manded the second, her father was sure 
that he had a winner in his hand and 
went ahead with the signing of the deal 
with Rowling. 

In June 1997, Bloomsbury published 
the first Harry Potter novel with an ini- 
tial print run of only 1,000 copies, 500 of 
which were distributed to libraries. 
However, by the time the third in the se- 
ries was published the novels had won a 
few prestigious awards in the children's 
category and had acquired popularity on 
their own mostly through word-of-mouth 
publicity. The novel's debut in the US 
(published by Scholastic Corporation) in 
1998 and the unprecedented amount 
($105,000) that Rowling had received for 
the American rights opened the flood- 
gates, and since then there has been no 
looking back for Bloomsbury. 

A look at the financial summary of 
Bloomsbury for the years 2001-2004 is 
revealing. Bloomsbury's profit (before 
taxation, goodwill amortization and ex- 
ceptional items) for the years stood at 
£9.353, £11.124 mn, £15.381 mn, and 
£16.280 mn respectively. The company 
reported an annual pre-tax profit of 
£20.1 mn for 2005 when the sixth novel 
in the Harry Potter series was released. 

However, Bloomsbury's annual 
profits dropped by a whopping 74% to 


Bloomsbury 


Five year financial summary 


Revenue 
£m 
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£5.2 mn ($10.3 mn) in 2006—a year 
when there was no new release in the 
Potter series. The sales at the children's 
publishing division of Bloomsbury also 
witnessed a 60% slide in the same year. 

According to Nigel Newton, 2006 
was 'a challenging year. What he left 
unsaid was that there was no Potter 
book that year to prop up the company's 
sales. 

However, with the release of the fi- 
nal novel of the series slated for July 21 
this year, Bloomsbury stands not just 
to make up for that drop in profit but, in 
fact, stands to reap another windfall, 
for the latest Potter novel is expected to 
become the fastest-selling book of all- 
time. 


The Marketer's Stone 
The Harry Potter magic is back. And it 
is the same marketing magic which we 
have witnessed before the release of the 
previous three installments in the se- 
ries. The hype and hoopla have already 
begun. The author, publishers, and re- 
tailers have been on an overdrive clev- 
erly orchestrating the marketing cam- 
paign. They have the newspapers, 
magazines, and television channels 
eating out of the palm of their hands. 
Predictably, advance orders by read- 
ers have smashed all the publishing in- 
dustry records. "This is a once-in-a-life- 
time event, the release of the most ea- 
gerly awaited book ever," says Wayne 
Winstone, children's manager at 
Waterstone's, Britain's largest specialty 





bookseller. And, he further adds, *Not 
only will this be the biggest selling book, 
it will also break all records to become 
the fastest selling book of all-time." 


The Goblet of Figures 

And, one doesn't need to attend the 'Divi- 
nation' class at Hogwarts School of 
Witchcraft and Wizardry and gaze into a 
crystal ball to predict that. The first six 
novels of the Harry Potter series have 
sold more than 325 million copies world- 
wide and have been translated into 64 
languages. While the Bloomsbury 
website claims that the previous and 
sixth novel in the series, Harry Potter 
and the Half-Blood Prince, published in 
2005, sold 2,009,574 copies in Britain on 
the first day of its release, Scholastic, its 
American counterpart, claims that the 
same novel is the fastest-selling book in 
the US history, with 6.9 million copies 
selling in the US in the first 24 hours. 

Commenting on the release of the 
last novel of the series, Christopher 
North, the Head of books at online re- 
tailer Amazon.com, says: "It may be a 
long time before we see another book 
that commands as much anticipation, 
attention and demand as this final book 
in the Harry Potter series." 

And, that is not an exaggeration. The 
final installment of the series has al- 
ready been declared a best-seller. On 
April 12, 2007, Barnes & Noble website 
announced that it has received more 
than 500,000 orders for copies, a new 
pre-order record for the site. Amazon has 
reportedly received more than 600,000 
pre-orders for the book. Waterstone's, for 
its part, expects half a million copies to 
be sold on the first day of the release. 

What's more, the build-up and ex- 
citement surrounding the last novel have 
aroused public interest in the first six 
books already published. While the box 
set of the paperback editions of all the 
six books stood at No.26 on the Barnes & 
Noble best-seller list, the same stood at 
No.55 on the Amazon list. 


The Chamber of Marketing 
Secrets 

One cannot but wonder what has made 
Harry Potter such a publishing phenom- 
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enon. While it is true that the primary 
reason for the success of the Harry Potter 
ncvels is their product value, it cannot be 
denied that clever mass marketing did 
play a significant role in turning the pub- 
lication of a well-narrated and compelling 
story of a boy-wizard into unarguably the 
publishing event of tne century. 

The product, of course, is good. But 
the packaging and marketing have been 
tremendous. The author and the pub- 
hshers were clear from the very begin- 
ning about their target market— chil- 
dren in the age group of the hero him- 
self. The boy-hero and the marketing 
campaign grew along with the readers. 
And, then there were the time-tested 
marketing techniques, such as: word-of- 
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mouth marketing; timing of the re- 
leases; marketing buzz; fusion market- 
ing; event marketing; merchandising; 
and strategic alliance. For example, 
once Warner Brothers acquired the 
rights for producing a movie based on 
the first novel, they knew that the movie 
would keep the cash registers ringing. 
And, they pulled all the stops out to 
make the movie versions blockbusters. 
Warner Bros’ cross promotion of the 
movies through its publications, Time 
and People, cable network, CNN, and 
online network, AOL, further contrib- 
uted to the popularity of the novels. 

Rowling, the author too ensured that 
the interest stayed alive throughout with 
her loaded pronouncements that added to 
the curiosity and mystery. And the result: 
Harry Potter, the Brand Magic. 

As the date of the release of the final 
novel in the series is drawing nearer, 
the Muggle-o-mania for Harry Potter is 
all set to reach a crescendo. (*Muzgles' 
incidentally is a term coined by Rowling 
and used in the novel to refer to people 
who possess no magical powers, like us, 
the ordinary people.) 
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after the boy-wizard. 


While admitting that it would be difficult to 
replicate the Potter magic in sales in the future, 
the company says it has its plans in place for life 


The Deathly Hallows 
However, all good things in life must 
come to an end. While Rowling might be 
preparing herself to say goodbye to the 
boy-wizard and the novels which have 
already made her—the once divorced, 
unemployed, single mother— an Ameri- 
can dollar billionaire and richer than 
the Queen of Britain, with the last one 
waiting to make her richer still, people 
at Bloomsbury, her publisher, might be 
bracing themselves for a Potter-less fu- 
ture. The question doing the round in 
the publishing and marketing circles is: 
How is Bloomsbury going to sustain its 
profits in the post-Harry Potter future? 
Commenting on Bloomsbury's pre- 
dicament, Robert Corden, an analyst at 


Charles Stanley Stockbrokers, has 
said, "Bloomsbury could, following a 
year when everything went wrong, enjoy 
a blockbuster year in 2007.” However, 
"The problem for investors is the vis- 
ibility for 2008...." 

They cannot possibly replace Harry 
Potter with Harry Potter, for Rowling 
has not planned another. As Adrian 
Kearsey of Evolution Securities puts it, 
"It's going to be a string of books." 

However, indications are that 
Bloomsbury has its plans in place for 
life after the boy-wizard. 


The Order of the Phoenix 


Bloomsbury has already some experi- 
ence in publishing books on literature. 
Its tryst with Harry Potter has not only 
made the company richer by tens of mil- 
lions of pounds but also made 
‘Bloomsbury a name to reckon with in 
the publishing world. 

While admitting that it would be 
difficult to replicate the Potter magic 
in sales in the future, the company 
says it has a few titles in the pipeline 
that include a new novel by Michael 


i 


Ondaatje and A Thousand Splendi 
Suns by Khaled Hosseini. The com 
pany is also planning an audio of th 
last Harry Potter novel read b 
Stephen Fry. 

According to the company’s Chai 
man, Nigel Newton, the outlook for th 
year 2008 and the subsequent Potte: 
less years is not that bleak. The com 
pany, the chairman avers, has a growt] 
strategy in place to build on its autho 
relationships, encourage new writers 
and spruce up its activities online. Th 
company believes that the age o 
downloadable books is here and i 
looking at tapping the Internet more ii 
the coming days. 

And, thanks to the Potter windfall) 
the company has been able to brancl 
out into new markets and sign up au 
thors and snap titles with more confi 
dence. “For the last six years, we've bee 
building up our portfolio and many o 
the investments that we've made ar 
starting to come fully on stream ii 
terms of increased contribution," re 
veals Newton. 

Armed with a strong balance shee 
and about £24 mn cash in the bank 
the company is all set for acquisition 
at home and abroad. The group has al 
ready made its presence felt in the US 
and Germany, and in the coming day 
it plans to expand further into thes: 
countries. "We will make more of ou 
geographic presence so we can publis] 
the same big books in the three lar 
est book markets in the world," se 
Newton. Ñ 

“As much money and life as yot 
could want! The two things most humar 
beings would choose above all—thı 
trouble is, humans do have a knack o 
choosing precisely those things whicl 
are worst for them," says Albu: 
Dumbledore, the Headmaster o 
Hogwarts School in Harry Potter and thi 
Philosopher's Stone. 

One can trust Nigel Newton o 
Bloomsbury to choose precisely thos: 
things which are best for them. m 


~ R Venkatesan lyenga 
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Finance Jobs 


Executive - Accounts 
ntellex Consulting 
Mumbai, Powai. 


Manager - Insurance 
Underwriter 

Intellex Consulting 
Mumbai, Powai. 


Oracle Financials 
IBM India Pvt Ltd 
Pune. 


Asst. Manager - Insurance & 
Risk Assessment 

_arsen & Toubro Limited 

Mumbai. 


Asst Manager / Executive - IT 
Software 

Larsen & Toubro Limited 

Mumbai. 


Asst Manager / Executive - 
Corporate Products 


Financing 
Larsen & Toubro Limited 
Hyderabad / Secunderabad, Mumbai. 


Business Leader -FINANCIAL 
SERVICES 

Patni Computer Systems Ltd 

Delhi (incl. Ghaziabad, 

Noida, Gurgaon & Faridabad). 
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A TV18 & JobStreet.com Venture w INDIA 
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Executive / Manager - Internal 
Audit 

Mahindra & Mahindra Limited 
Mumbai, Worli. 


Analyst - Corporate Finance 
Client Mangalam Placements Pvt Ltd ` 
Mumbai. 


Business Analysts 
FCG Software Services India Pvt Ltd 
Bangalore. 


Manager Accounts 
Guardian Lifecare Pvt. Ltd 
Delhi (incl. Ghaziabad, Noida, 
Gurgaon & Faridabad). 





Asst.Manager - Accounts 
Peninsula Land Limited 
Mumbai. 


Credit Analyst 
Honeywell Automation India Limited 
Pune. 


Compliance Officer 
Claris Lifesciences Limited 
Ahmedabad. 


Financials - Functional Con- 
sultant 

Oracle india Private Ltd. 
Hyderabad / Secunderabad. 


To Apply to these jobs and more please login to www.in.jobstreet.com/ICFAI.htm 


Officer / Trainee - Field 
Operations 

Mahindra & Mahindra Limited 
Mumbai. 


Sr.Executive / 
Executive(Accounts) 
PCI Limited. 

Delhi (incl. Ghaziabad, Noida, 
Gurgaon & Faridabad). 


Manager, Business 
Solutions, Corporate IT 
Mahindra & Mahindra Limited 
Mumbai, W orli. 
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Internal Auditor 
Client of Mangalam 
Mumbai. 


Chartered Accountant 
Client Mangalam Placements Pvt Ltd 
Mumbai. 


Accounts 

RS Recruitment Services 

Mumbai, VACANCY OPEN ONLY TO 
LOCAL CANDIDATES! 


Manager - Legal & Secretarial 
Guardian Lifecare Pvt. Ltd 

Delhi (incl. Ghaziabad, Noida, Gurgaon & 
Faridabad). 
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Finance Jobs 


Asst. Manager Accounts 
Guardian Lifecare Pvt. Ltd. 
Delhi (incl. Ghaziabad, Noida, 
Gurgaon & Faridabad). 


Asst. Manager 
Compliances 

auardian Lifecare Pvt. Ltd. 
2elhi (incl. Ghaziabad, Noida, 
aurgaon & Faridabad). 


AD Sales Executive (2) 
*3uardian Lifecare Pvt. Ltd. 
Jelhi (incl. Ghaziabad, Noida, 
Aurgaon & Faridabad). 


AGM - Finance 


‘spat Industries Limited 
Maharashtra, Belapur. 


Functional Consultant - 
Oracle Apps Financials 
Oracle India Private Ltd. 
Bangalore. 


Group Finance Executive 
L B Publishers & Distributors Pvt Ltd 
Bangalore. 


Quality Lead 
HP 
Karnataka, Bangalore. 


Asstt. Executive / 
Executive - Commercial 
Vardhman Textiles 

Across India. 
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Manager / Senior Manager - 
Legal (Secretarial & Finance) 
Suzlon Energy Ltd 

Pune. 


AGM- EOU 

Suzlon Energy Ltd 

Haryana, Daman & Diu JDE Worldsoft 
HCL Technology Ltd. 

Across India. 


Functional consultant / Presale 
consultant 

Ramco Systems Limited 

Chennai. 


Manager-Indirect Taxation 
Sonalika Group 
Jalandhar. 





EVA - (Economic Value Addi- 
tion) Personnel 

Ispat Industries Limited 

Mumbai. 


Assistant Manager-Finance 
Compare Infobase Private Limited 
Delhi (incl. Ghaziabad, Noida, 
Gurgaon & Faridabad). 


State Head- Customer Ser- 
vice & Operations 

Reliance Industries Limited 
Chennai. 


Associate / Sr. Associate 
Reliance Industries Limited 
Mumbai. 
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Sr. Accounts Executive 
MicroLOGIX Embedded Controls (P) 
Ltd. 

Bangalore, Peenya. 


Audit Executive 
Mumbai & Goa 
Cafe Coffee Day 
Goa, Mumbai. 


Senior Manager- 
Commercial 
Suzlon Energy Ltd 
Daman & Diu, Kandla. 


AGM - Costing 


Suzlon Energy Ltd 
Pune. 


Assistant General Manager - 
Finance & Accounts 
The Advertiser 


TamilNadu, Udumalpet ( 70 Kilometers 
from Coimbatore ). 


GM / CFO 
Jubilant Organosys Ltd., 
Kolkata. 


SAP SD Consultant 


Patni Computer Systems Ltd 
Mumbai, Pune. 


To Apply to these jobs and more please login to www.in.jobstreet.com/ICFAI htm 
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B apolitical 
Attack on Reliance Fresh 


Its All about Margins! 


re is a village called Narakoduru in the coastal belt of 
Andhra Pradesh. Like in any other village, the residents 
of this village too eke out their living by tilling soil. There is, of 
course, a difference: they grow only vegetables. Their village is 
popularly known as a vegetable bowl of the coastal Andhra. 
This popularity has, however, not altered their lives, for like 
any other farmer they too suffer from poor farm-gate prices — 
but more silently. 

Their suffering is indeed much worse, for the whole village 
grows the same vegetables and the entire produce has to be 
essentially sold to wholesalers coming from the nearby towns 
that too, no sooner were the vegetables harvested. The result 
is: they have to part with their produce for whatever price the 
wholesalers offer, as otherwise they have to simply dump the 
harvested vegetables in their manure pit, since vegetables, 
unlike other agricultural produce, don’t 
nave shelf-life; nor could they afford to cold- 
storage them and bargain for a better 
price. Which means, if they don't accept 
whatever price the middlemen offered, 
they would get nothing for their produce 
plus they would also suffer the loss of addi- 
tional expenses in the form of harvesting 
charges — a double whammy? 

This, in a nutshell, is what the fate of 
every vegetable grower across the geogra- 
phy is. During the periods of peak supply, 
the price mechanism operates still bad—the farmer gets a 
still worse price, while the consumer enjoys no benefit of fall 
in prices, for he still needs to pay whatever price the vendor 
fixes. This phenomenon of chilies purchased from a farmer for 
Rs. 4 a kg being soid to the ultimate consumer at Rs. 15 plus, 
remained an unresolved puzzle to farmers and consumers as 
well. For economists, it is, of course, a mere phenomenon of 
'cartel' — a few traders forming a strong group— monopolizing 
the market, and dictating both buying and selling prices. 

However, with the advent of big corporates into retailing, 
a paradigm shift has emerged: the corporates are purchasing 
vegetables directly from farmers offering a price that meets 
their cost of production and a reasonable profit margin, and 
selling it to the consumers at a profit margin that normally 
hovers around 12-15%. The net result is: remunerative prices 
to farmers, and supply of fresh vegetables at decent prices to 
consumers. To stabilize their supply chain, corporate retail- 
ers are even entertaining contract farming, under which the 
corporates would be supplying improved seeds, technology 
and capital to farmers to grow vegetables with a promise to 
buy their harvest at market prices. 

But this appears to be not to the liking of the existing trad- 
ers. There are reports that the existing vegetable traders 
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turned violent against the officials of corporates who had gone 
to Narakoduru village for buying vegetables from the farmers. 
There are also reports of petty traders and vegetable vendors of 
Ranchi vandalizing three of the five Reliance Fresh food out- 
lets, accusing that its entry into vegetable retailing has directly 
affected their businesses. Even a section of political forces in 
the country is criticizing the entry of big corporates— Reliance, 
AV Birla Group, Bharti with Wal-Mart, etc. — into retailing, for 
in their opinion, it is sure to throw the existing petty traders 
and vendors out of their businesses. 

A question has thus arisen: Does the entry of corporates 
into retailing really pose a threat to the existence of petty 
traders and vendors? The answer is both ‘yes’ and ‘no’. Let us 
first look at why the answer is 'yes'. By virtue of their large- 
scale operations, corporates can create better storage and 
distribution facilities. They can leverage 
on contract farming to keep their supply 
chain intact. Cumulatively, they can 
source vegetables from the production cen- 
ters in bulk and distribute across the geog- 
raphy with no loss in their freshness and 
quality. Secondly, corporates, unlike the 
existing traders, are known to work for a 
fixed margin of profit, say 13-15% and as 
the competition increases, even these mar- 
gins are likely to shrink further. Thus, a 
better price is what the free market guar- 
antees both the producer and consumer. This obviously, 
moves the consumers away from the existing vendors, and to 
that extent petty traders and vendors may lose their market 
share. 

But, it cannot certainly end their businesses, for they can al- 
ways compete with corporates who are known to operate with huge 
establishment expenditure vis-à-vis small traders. It only means 
that these traders can compete with the corporates but with less 
profit margins vis-à-vis what they are enjoying today. To put it 
otherwise, they can no longer buy vegetables at Rs. 2 a kg from the 
farmers and sell it at Rs.10 for kg to the consumers. Indeed, it is 
the petty vendors who are more competent — provided they are 
willing to operate at normal profit margins—to be a threat to the 
corporates, but not vice versa. So, small traders have to necessarily 
change their business model and fall in line with the changed 
market scenario where class polities are declining while the new 
social movements that are picking up speed are making the con- 
sumer the ultimate decider. ^In an infinite aisle" that globaliza- 
tion has opened up for trade, won't it therefore make great sense for 
these two classes of traders to collaborate with each other and run 
their businesses on an even keel?m 
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As usual, first among nationalised 
banks to be fully CBS connected, 
to serve you better! 


All CorpBank branches are now brought under Core Banking Solutions [CBS]. : 

y LI * 5 

ou can now access your account from any of our branches across India!” : 
“Any Branch Banking [Roaming] facility - Mult&yCity Cheques « Cash Deposits & Withdrawals « Instant Funds Transfer - 


RTGS & NEFT facilities « Demand Drafts. Also avail other products - Global Debit & Credit Cards « Tele-Banking 
e Mobile Banking » Internet Banking « Access to over 16,000 VISA ATMs in India & o er 10 lakh ATMs worldwide 


A Premier Government of India Enterprise 





RNI No.69284/95, Postal Regn. No.H/HD-667/2006-08 CPMG AP Circle, Licenced to Post WPP No. Tec 


Your belief. 
Our strength 


Centurion Bank of Punjab is a leading new generation private sector Bank. The Bank serves individual consum, 
small and middle market businesses and large corporations, with a full range of products and services for investing, lending 
advice on financial planning. It holds leadership positions in the two wheeler loan and commercial vehicle loan Seg 


and offer a wide range of world-class banking products and services. 


Centurion Bank of Punjab has a nationwide presence comprising of 279 branches and 408 ATMs across 143 locations. It also 
comprehensive Wealth Management Solutions designed and personalised to meet customer aspirations. 


With strengths in the Retail, SME and Agriculture businesses, the Bank is well poised to grow from strength to stram 
inthe Indian market. | 


The customer has the option to interact with the Bank at branches, through the ATM network and through internet / mobile banking 


Our extensive range of banking solutions aT A P e nturi 


Savings Accounts | Current Accounts | Fixed Deposits | Life & General Insurance | Mutual Funds 

Personal Loans i Home Loans Demat Services | Portfolio Management Services| Two Wheeler Loans 
Visa Money Transfer | SMS Alerts ! Cheque Drop Boxes | Educational Loans | Foreign Exchange Services | 
Agricultural Loans | Commercial Vehicle/ Construction Equipment Loans INDIA'S FASTEST GROWING 


Bank of P 


www.centurionbop.co.in ‘ As per Business Today's India's Best Banks Survey (Conducte de 





